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James  Madison  and  other  leaders  in  the 
American  Revolution  employed  the  term 
"popular  government"  to  signih'  the  ideal  of  a 
democratic,  or  "popular,"  government — a 
government,  as  Abraham  Lincoln  later  put  it, 
ot  the  people,  by  the  people,  and  for  the 
people.  In  that  spirit  Popular  Government 
offers  research  and  analysis  on  state  and  local 
government  in  North  Carolina  and  other  issues 
of  public  concern.  For,  as  Madison  said,  "A 
people  who  mean  to  be  their  own  governors 
must  arm  themselves  with  the  power  which 
knowledge  gives." 
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Issues,  e\-ents,  and  de\-elopmexts  of  current  interest  to  state  and  local  gox'ernment 


Zoning  Affects 
90  Percent  of 
N.C.  Citizens 

Since  North  Carolina's  cities  and 
counties  were  granted  the 
optional  power  to  enact  zoning 
ordinances  to  regulate  land  use,  opinions 
on  the  need  for  local  land  use  regula- 
tion have  strongly  diverged.  Some  citi- 
zens see  zoning  as  intrusive,  \\'hile 
others  see  it  as  an  essential  role  of  local 
government.  Some  argue  that  the  state 
legislature  should  mandate  implemen- 
tation of  land  use  regulation  in  every 
localit}". 

How  many  North  Carolinians  live 
in  areas  already  covered  by  zoning? 
The  best  estimate  is  drawn  from  a 
2002  sur\"ey  of  all  544  incorporated 
cities  and  all  100  counties  in  the  state. 
Four  hundred  fort)'-one  (68  percent!  of 
the  644  jurisdictions  in  the  state  re- 
sponded to  the  survey.  Most  of  the 
nonresponding  jurisdictions  were  cities 
with  populations  under  1,000. 

Three  hundred  fifr\'-seven  I S 1  per- 
cent) reported  having  a  zoning  ordi- 
nance. Among  cities  with  populations 
greater  than  1,000,  9~  percent  had 
zoning.  Sevenr\'-four  of  the  state's  100 
counties  now  have  zoning  for  some  or 
all  of  the  area  outside  cities.  These  totals 
indicate  that  shghtly  more  than  90  per- 
cent of  the  state's  population  lives  in 
areas  subject  to  zoning.  So  a  state  re- 
quirement that  cities  and  counties  enact 
zoning  would  largely  be  symbolic. 

Information  on  other  data  gathered 
from  the  survey  is  available  in  a 
forthcoming  Institute  publication  by 
David  Owens  and  Adam  Bruggemann, 
A  Survey  of  Experience  icith  Zoning 
Wirunces  iSpecial  Series  No.  18i.  For 
more  information,  contact  the  Publica- 
nons  Sales  Office,  phone  i919i  966-4119, 
e-mail  sales@iogmail.iog.unc.edu. 


Civic  Engagement  News 


Forums  Identify  Priorities  for 
Civic  Engagement 

Building  on  the  North  Carolina 
Civic  Index,  an  analysis  of  youth 
and  adult  civic  involvement  (re- 
ported in  the  Fall  2003  issue  of  Popular 
Government,  p.  4),  the  Nonh  Carolina 
Civic  Education  Consortium  worked  with 
six  local  planning  teams  to  host  eight 
Civic  Index  Communit)-  Forums  across 
the  state  between  September  22  and  No- 
vember 6.  More  than  150  young  people 
joined  350  adults,  including  representa- 
tives of  schools,  government,  business, 
and  communit}-  organizations.  Each  of 
the  eight  forums  developed  its  own  top 
strategies  to  improve  youth  civic  engage- 
ment. The  most  frequentb'  occurring 
strategies  were  as  follows: 

•  Bring  more  government  officials  into 
the  classroom. 

•  Incorporate  real-world  or  current 
events  discussions  into  classroom 
activities. 

•  Enhance  youth's  opportunities  for 
leadership  (for  example,  service  on 
boards  or  involvement  in  the 
political  process). 

•  Involve  parents  and  families  m 
improving  youth  civic  engagement. 

•  Initiate  Kids  \'oting  programs. 

•  Encourage  voter  registration. 

The  eight  forums  took  place  in  Ashe- 
ville,  Charlotte,  Cullowhee,  Fayetteville, 
Greensboro,  Greenville,  Hendersonville, 
and  Raleigh.  For  the  top  strategies  of 
each  forum,  visit  w\\-w.civics. unc.edu/ 
civicindex/aboutforums.htm,  and  click 
on  the  forum  of  interest. 


Summit  Recommends 
Strategies  for  Supporting 
Schools' Civic  Mission 

On  December  4,  2003,  the  Nonh 
Carolina  Civic  Education  Con- 
sortium partnered  with  nine 
other  organizations  and  agencies  to  host 
a  Policy  Summit  on  the  Civic  Mission  of 
Schools.  The  summit  convened  policy 
makers,  educators,  and  others  to  review 
the  state  of  civic  education  in  North 
Carolina  and  de\-elop  policy  recommen- 
dations to  support  the  civic  mission  of 
K-12  schools. 

The  working  session  featured  Howard 
Lee,  chair  of  the  State  Board  of  Education, 
and  \\-orkshops  showcasing  best  practices 
in  civic  education. 

All  participants  had  an  opportunin.-  to 
recommend  polic\-  strategies  for  supporting 
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schools'  civic  mission.  The  most  fre- 
quently suggested  strategies  were  as 
follows: 

•  Adopt  policies  beyond  testing  to 
hold  schools  accountable  for  their 
civic  mission. 

•  Provide  professional  development 
for  teachers  and  administrators  on 
how  to  use  interactive  strategies, 
such  as  service-learning. 

•  Develop  local  or  state  curricula 
and  strategies  that  encourage 
schools  to  interact  with  the  com- 
munity and  the  government  (state 
or  local). 

•  Adopt  mandatory  service-learning 
in  K-12  schools. 

•  Incorporate  into  state  standards 
the  promising  practices  from 
The  Civic  Mission  of  Schools 

(a  national  report  released  in 
February  2003). 

•  Develop  and  promote  funding 
for  model  programs  that  can  be 
replicated. 

•  Allow  more  time  in  the  standard 
course  of  study  for  teachable 
moments;  focus  on  current  issues. 

Cosponsors  of  the  summit  were 
Communities  in  Schools,  the  Kenan 
Institute  for  Ethics  (Duke  University), 
the  N.C.  Campus  Compact,  the  N.C. 
Center  for  Public  Policy  Research,  the 
N.C.  Congress  of  Parents  and  Teachers, 
the  N.C.  Department  of  Public  Instruc- 
tion, the  N.C.  School  Boards  Associa- 
tion, the  Office  of  the  Governor,  and 
the  Public  School  Forum.  State  Farm 
Insurance  was  a  financial  sponsor.  For 
the  full  report,  visit  www.civics.org. 
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Feedback  on  Property  Tax  Assessments 

I  read  Michael  Walden's  article  titled  "Improving  Revenue  Flows  from  the  Property 
Tax"  (Popular  Government,  Fall  2003,  p.  13).  While  Dr.  Walden  correcdy 
identifies  several  problems  with  our  current  tax  system,  I  suggest  that  the  problems 
associated  with  his  proposed  solution  far  outweigh  the  advantages. 

Members  of  the  North  Carolina  Association  of  Assessing  Officers  (NCAAO)  have 
discussed  this  concept  several  times  over  the  past  twenty  years.  Our  conclusion  has 
consistently  been  that  mass  adjustments  by  some  type  of  single  multiplier  tend  to 
e.xacerbate  equity  problems.  The  author  addresses  this  issue  by  saymg,  "Standards 
and  procedures  would  have  to  be  established  .  .  .  Several  issues  would  have  to  be 
addressed  .  .  .  Local  leaders  will  have  to  decide  if  these  issues  can  be  easily  overcome." 
The  lack  of  acceptable  standards  and  procedures  for  dealing  with  equity  issues  is 
precisely  why  this  multiplier  system  has  been  consistently  rejected  by  the  NCAAO. 

I  also  do  not  think  the  author  fully  anticipates  the  potential  negative  reaction  that 
taxpayers  might  have  to  the  improved  revenue  stream  created  by  annual  valuation 
adjustments  with  no  adjustment  to  the  tax  rate.  Many  taxpayers  will  have  no  trouble 
reaching  a  conclusion  that  the  improved  revenue  stream  brought  about  by  such 
adjustments  is  nothing  more  than  another  form  of  a  tax  increase.  This  type  of  system 
contributed  to  Proposition  13  in  California  and  other  "valuation  freeze"  initiatives 
across  the  country. 

The  author  did  not  address  the  fact  that  annual  reassessments  will  likely  generate 
annual  appeals.  Most  counties  barely  have  sufficient  staff  to  survive  under  our  current 
system.  Consider  the  impact  on  the  staff  of  the  Propeny  Tax  Division  and  the  Property 
Tax  Commission  if  all  counties  were  even  on  a  four-year  reassessment  cycle.  Proper 
staffing  levels  would  be  needed  at  both  the  local  and  the  state  level  if  tax  officials  were 
to  be  asked  to  handle  annual  appeals. 

The  city  or  county  elected  body  is  responsible  for  determining  spending  priorities 
and  is  therefore  responsible  for  selecting  the  property  tax  rate.  Under  the  author's 
proposal,  the  tax  rate  remains  constant,  and  the  tax  base  theoretically  shifts  upward 
each  year.  The  shifting  of  the  responsibility  for  increased  revenues  from  the  governing 
body  to  the  assessor's  office  places  such  responsibility  in  the  wrong  place. 

I  think  we  can  agree  that  a  much  smaller  net  annual  tax  increase  may  be  preferable 
to  the  sticker  shock  brought  about  every  eight  years.  This  is  one  of  the  reasons  that 
many  North  Carolina  counties  have  moved  to  a  four-year  revaluation  cycle.  We 
already  have  statutory  authority  to  conduct  more  frequent  revaluations,  even  annual 
ones  if  approved  by  the  governing  body.  I  submit  that  with  proper  staffing  levels, 
high-quality  databases,  and  sufficient  computerization,  all  counties  could  revalue  real 
property  much  more  frequently.  — W.  A.  (Pete)  Rodda,  CAE 

The  author,  Forsyth  County  tax  assessor/collector,  has  heen  an  assessor/collector  for 
more  than  twenty-two  years.  He  currently  serves  as  treasurer  of  NCAAO  and  is  a  past 
president  of  the  North  Carolina  Tax  Collectors  Association. 

Walden's  Response    I  appreciate  Forsyth  County  Tax  Assessor/Collector  Pete 
Rodda's  response  to  my  article.  In  essense,  Mr.  Rodda  believes  that  the  "cure  would  be 
worse  than  the  disease."  This  is  entirely  possible.  In  fact,  1  ended  my  article  by  stating, 
"Local  leaders  will  have  to  decide  if  these  issues  [issues  related  to  changing  to  a  new 
property  tax  system]  can  he  easily  overcome.  If  not,  then  the  current  system,  even  with 
its  flaws,  may  be  the  better  alternative." 

Nonetheless,  I  think  it  is  crucially  important  that  locally  elected  leaders  and 
property  owners  be  educated  about  the  flaws  in  the  current  system  because,  as  I  tried 
to  illustrate,  those  flaws  have  a  profound  impact  on  revenue  flows  from,  and  citizen 
acceptance  of,  the  local  property  tax.  I  have  always  found  it  interesting  that  many 
individuals  accept  being  taxed  on  their  current  income  and  current  spending  but  not 
on  their  current  property  value. 

Mr.  Rodda  and  I  do  agree  that  with  improved  technology  and  proper  staffing,  more 
frequent  revaluations  may  be  the  best  practical  solution.  — Michael  L.  Walden 
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Face-offon  Tax  Policy 


As  April  IS  approaches,  taxes  are  in  the  news.  However,  North  Carolina  state 
representatn'es  and  senators,  and  legislators  in  cities,  towns,  and  counties  of  the  state, 
devote  a  lot  of  attention  to  taxes  year-round,  in  good  times  and  bad. 

To  help  readers  gain  a  better  understanding  of  different  philosophies  and  principles 
of  taxation  in  North  Carolina,  we  posed  six  questions  to  two  policy  analysts  from 
organizations  usually  seen  as  opponents:  the  John  Locke  Foundation  and  the  North 
Carolina  Justice  Center's  Budget  and  Tax  Center.  The  former  is  typically  labeled 
''conservative, ""  the  latter  ''liberal.  " 

The  side-by-side  answers  that  follow  provide  illuminating  points  of  agreement,  as 
well  as  points  of  disagreement.  As  North  Carolina  local  and  state  elected  officials 
consider  their  views  on  taxes,  an  examination  of  "first  principles"  of  taxation,  as  well 
as  opinions  on  some  contemporary  tax  issues,  is  in  order.  — Editor 


IVOy  V^OrClfltO  «  nce-president  for  research  and 
resident  scholar  at  the  John  Locke  Foundation,  in  Raleigh. 


Elaine  Mejia  is  director  of  the  North  Carolina  Budget 
and  Tax  Center,  m  Raleigh,  a  special  project  of  the  North  Caro- 
lina justice  and  Community  Development  Center. 

Question  1. 

What  are  the  key  principles  for  guiding  state  tax  policy?  Are  one  or  two  principles  most  important? 


Cordato:  Two  kinds  of  principles  should  guide  tax 
policy,  moral  and  economic.  The  moral  kind  is  more 
important  because  the  entire  fabric  of  the  American 
political  system  is  based  on  a  particular  ethic,  namely 
individual  liberr.'.  For  North  Carolina  the  basic  statement 
of  this  ethic  is  found  in  Section  I  of  the  North  Carolina 
Constitution,  Declaration  of  Principles.  Following  the 
U.S.  Declaration  of  Independence  but  expanding  on  it  as 
indicated  by  the  phrase  emphasized  by  me  in  the  following 
quotation,  the  Declaration  of  Principles  states: 

We  hold  It  to  be  self  evident  that  all  persons  are  .  .  . 
endowed  by  their  creator  ivith  certain  inalienable 
rights;  that  a^nong  these  are  life,  liberty,  the  enjoyment 
of  the  fruits  of  their  own  labor,  and  the  pursuit 
of  happitiess. 

The  difference  between  the  statement  in  the  Declaration 
of  Independence  and  this  statement  has  the  most  direct 
implication  for  tax  policy.  In  North  Carolina  the  citizens 
have  an  explicitly  recognized  right  to  "the  enjoyment  of 
the  fruits  of  their  own  labor."  This  implies  that  thev  have 
a  right  to  use  their  own  income  for  their  own  purposes. 

Contact  the  author  at  rcordato(Sjohniocke.org. 


Mejia:  in  1988  the  National  Conference  of  State  Legis- 
latures, in  conjunction  with  the  Lincoln  Institute  of  Land 
Policy,  put  fonh  what  remains  the  best  set  of  core  tax 
principles.'-  These  five  principles  follow,  along  with  brief 
descriptions. 

Principle  1:  provision  of  appropriate  (that  is,  adequate) 
revenues.  Taxes  are  a  means  to  an  end,  which  is  to  raise 
revenues  to  pay  for  government  services,  both  today  and 
in  the  future.  To  provide  appropriate  resources,  a  tax  sys- 
tem must  be  sufficient,  stable,  and  certain.  This  is  particu- 
larly important  for  state  governments,  which,  unlike  the 
federal  government,  may  not  fund  government  with  deficit 
spending.  A  "sufficient"  tax  policy  raises  enough  revenues 
to  pay  for  the  programs  and  services  that  the  majorir.'  of 
citizens  and  lawmakers  demand,  and  remains  flexible 
enough  to  adapt  to  a  changing  economy.  A  "stable"  tax 
policy  favors  a  diversified  and  broad-based  tax  structure. 
A  "certain"  tax  policy  requires  that  lawmakers  avoid 
constantly  changing  tax  laws  except  when  necessary  to 
reflect  changes  in  economic  and  political  circumstances. 

Principle  2:  neutrality.  This  principle  recognizes  that 
taxes  should  not  unintentionally  distort  market  decisions. 

Contact  the  author  at  elaine(§ncjustice.org. 
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Without  this  right  the  right  to  pursue  happiness  would 

be  meaningless. 

Because  of  its  coercive  nature,  all  taxation  denies  people 
this  fundamental  right.  Policy  makers,  therefore,  have  an 
obligation  to  ensure  that  the  North  Carolina  tax  system 
encroaches  on  this  right  as  little  as  necessary.  This  means 
that  elected  officials  should  not  make  tradeoffs  between 
higher  taxes,  which  violate  a  fundamental  constitutional 
right,  and  government  programs  that  are  not  constitution- 
ally guaranteed. 

Furthermore,  the  statement  makes  no  distinctions 
based  on  income.  "All  persons"  have  an  equal  right  to  the 
fruits  of  their  labor.  This  implies  that  policy  makers  have 
no  moral  authority  to  seek  "progressivity"  in  the  tax  code 
(that  is,  taxing  of  larger  incomes  at  higher  rates).  By  its 
very  nature,  progressivity  presumes  that  some  people  have 
fewer  rights  to  the  fruits  of  their  labor  than  others. 

Economic  analysis  gives  rise  to  a  second,  complemen- 
tary principle  for  guiding  tax  policy:  policy  makers  should 
minimize  taxation's  negative  impact  on  economic  growth. 
In  other  words,  the  tax  burden  should  be  kept  low.  Taxa- 
tion transfers  control  of  resources  from  the  forces  of  supply 
and  demand  in  the  private  sector  to  the  forces  of  political 
decision  making  in  the  government.  This  involves  a  trans- 
fer from  an  institutional  setting  where  resources  are  used 


Mejia  continued 

It  also  requires  that  the  tax  base  be  as  broad  as  possible. 
Unfortunately  the  North  Carolina  tax  code  is  riddled  with 
exemptions,  credits,  deductions,  and  the  like,  introduced 
to  encourage  or  sometimes  discourag3  specific  behaviors 
by  businesses  and  individuals.  Although  special  treatment 
might  be  justified  in  some  distinct  cases,  the  tax  system 
generally  should  not  distort  economic  decisions. 

Principle  3:  fairness  and  equity.  Tax  fairness  means 
different  things  to  different  people,  but  it  probably  is  the 
reason  most  often  cited  for  advocating  specific  changes  in 
tax  policies.  Tax  policy  experts  agree  that  tax  fairness  has 
two  aspects:  horizontal  equity  and  vertical  equity.  "Hori- 
zontal equity"  requires  that  similar  taxpayers  be  treated 
similarly.  That  is,  people  with  similar  income  and  assets 
should  pay  approximately  the  same  amount  in  taxes.  This 
is  far  from  reality  in  the  current  tax  code,  which  gives 
preferential  treatment  to  specific  categories  of  individuals 
and  businesses.  "Vertical  equity"  demands  that  a  tax  sys- 
tem place  at  least  proportional,  if  not  progressive,  burdens 
on  taxpayers  of  varying  economic  means.  At  the  very  least, 
a  tax  system  should  not  be  "regressive."  That  is,  it  should 
not  take  a  greater  share  of  the  income  and  wealth  of 
low-  and  moderate-income  taxpayers  than  it  takes  from 
wealthier  taxpayers.  Unfortunately,  almost  all  state  tax 
systems,  including  North  Carolina's,  fail  this  test. 


WINTER       1004 


Cordato  continued 

more  efficiently  to  one  where  they  are  used  less  efficiently, 

leading  to  a  reduction  in  economic  growth  and  prosperit)". 

The  principle  of  economic  growth  further  implies  that, 
to  the  extent  possible,  taxation  should  be  neutral  with 
respect  to  economic  decision  making.  That  is,  tax  policy 
should  not  penalize  or  subsidize  some  economic  choices 
relative  to  others.  These  choices  include  decisions  concern- 
ing consumption  relative  to  saving  and  investment,  leisure 
relative  to  work,  investment  in  some  kinds  of  industries 
relative  to  investment  in  other  kinds,  or  purchase  of  cer- 
tain kinds  of  goods  and  services  relative  to  other  kinds. 
The  economy  operates  most  efficiently  when  market  forces 
(producers,  consumers,  investors,  and  entrepreneurs),  not 
the  tax  code,  determine  resource  allocation. 

Finally,  the  tax  system  should  be  easy  to  comply  with. 
This  often  is  called  the  "principle  of  simplicity."  The 
diversion  of  people's  time  and  financial  resources  to 
comply  with  the  tax  system  is  itself  a  tax.  It  creates  what 
economists  call  a  "dead  weight  loss"  to  the  economy.  In 
other  words,  these  resources  are  not  contributing  to 
overall  productivit)",  and  the  economy  grows  at  a  slower 
rate  than  it  would  if  compliance  costs  were  lower. 


Mejia  cutitiuiicd 

Principle  4:  ease  and  economy  of  administration.  Taxes 
should  be  as  easy  as  possible  for  taxpayers  to  comply  with 
and  the  least  costly  for  government  to  collect.  A  compli- 
cated tax  system  leads  some  citizens  to  engage  in  aggres- 
sive tax  planning  in  order  to  avoid  paying  taxes.  It  also 
leads  to  general  dissatisfaction  among  taxpayers. 

Principle  5: accountability.  Tax  collection  officials 
should  be  efficient  in  their  work  and  immune  to  corrup- 
tion. Also,  there  should  be  strong  enforcement  of  tax 
laws.  Finally,  tax  policy  should  be  made  in  an  open, 
transparent  manner  If  policy  makers  do  not  clearly  show 
taxpayers  why  they  ha\'e  made  policy  changes  and  who 
stands  to  benefit  or  lose  as  a  result  of  those  changes, 
they  undermine  trust  in  government  and  the  willingness 
to  pay  taxes. 

The  principles  of  fairness  and  adequacy  are  the  most 
important  because  they  are  the  most  essential  to  maintain- 
ing a  democratic  system  of  governance.  Simpk  stated,  ad- 
hering to  these  r\vo  principles  means  that  the  system  should 
treat  all  taxpayers  fairly  and  that  go\ernment  should 
provide  the  level  of  services  that  the  public  demands  and 
lawmakers  enact. 


Question  2.  Which  kinds  of  taxes  are  better  for  the  government  to  use? 


Cordato:  Government  should     Nofth  Carolina's 

use  the  kinds  of  taxes  that  infringe   ,„„^„,,u  «.«  ;«,«~,« 

,   I         ,,         J    J    J  ^   approach  to  income 

the  least  on  libert\-  and  individual  ^'^ 

decision  making  and  minimize  taxeS  nirrorS  the 

damage  to  the  economy.  Further,  fgjeral  taX  COde  and 

It  should  avoid  some  forms  of  •     ■        r 

taxation  altogether— those  that     "s  therefore  Inherently 

are  particularly  inconsistent  with      blased  agalnst  WOrk 
libertv  and  economic  growth.  rr    ^ 

Given  the  principle  of  neutral-  ^ffort,  entrepreneur- 

ity,  the  state  should  avoid  taxes        shIp,  and  SavInQ  and 
that  penalize  some  kinds  of  choices   inup<;tmpnt 
relative  to  others.  These  include 

specific  excise  taxes,  such  as  those  on  tobacco,  alcohol, 
hotel  rooms,  and  rental  cars.  The  tax  code  should  treat  all 
consumer  choices  equally. 

On  the  basis  of  the  same  principle,  the  government 
should  eliminate  or  reform  the  current  income  tax  system. 
North  Carolina's  approach  to  income  taxes  mirrors  the 
federal  tax  code  and  is  therefore  inherently  biased  against 
work  effort,  entrepreneurship,  and  saving  and  investment. 
Taxes  on  income  discourage  income-generating  activities, 
much  as  a  tax  on  cigarettes  discourages  smoking  or  a 
tariff  discourages  imports.  The  income  tax  compounds 
this  bias  by  applying  higher  "marginal  rates"  (that  is,  by 
applying  higher  rates  to  ponions  of  income  beyond  a 
certain  amount)  as  incomes  increase.  Progressive  income 
taxes  punish  those  who  are  the  most  productive.  In  a 
setting  of  free  exchange,  people  generate  income  by 
providing  goods  and  services  that  others  want.  This  is 
what  it  means  to  be  productive.  Progressivitv,  in  addition 


Mejia:  Given  the  principles  just  discussed,  the  ideal  state 
tax  structure  would  grow  with  the  economy,  remain  rela- 
ti\ely  stable  during  tough  economic  times,  and  be  fair  to 
all  taxpayers.  Therefore  a  state  tax  system  should  be  di- 
verse and  should  rely  heavily  on  a  progressive  state  income 
ta.x.  Including  propert)-,  consumption,  and  business  in- 
come taxes  diversifies  and  broadens  the  base  of  the  tax 
system  and  provides  some  insurance  against  dramatic, 
harmful  swings  in  revenues. 

Over  the  long  term,  the  personal  income  tax  is  the 
strongest  of  an)'  of  the  major  revenue  sources  and  is  most 
likely  to  ensure  long-term  adequacy  of  revenues  to  meet 
spending  requirements  and  avoid  deep  structural  deficits. 
At  the  same  time,  a  highly  progressive  income  tax  makes 
the  tax  system  equitable,  offsetting  the  regressive  nature  of 
consumption  and  properD."  taxes.  Although  most  states  rely 
to  some  degree  on  income  taxes,  only  three  states  maintain 
an  overall  tax  s\stem  that  takes  the  same  or  less,  as  a  share 
of  income,  from  the  top  20  percent  of  taxpayers  as  it  does 
from  the  bottom  20  percent.-  All  three  have  a  highly  pro- 
gressive personal  income  tax  structure.  North  Carolina's 
tax  system  has  a  moderately  progressive  personal  income 
tax,  but  from  a  fairness  standpoint,  it  is  far  outweighed  by 
the  system's  reliance  on  sales  and  property  taxes. 

Of  North  Carolina's  primary  taxes,  the  retail  sales  tax 
is  the  most  in  need  of  substantial  reform.  After  adjust- 
ments for  inflation  and  new  exemptions,  sales  tax  reve- 
nues per  penny  have  been  decreasing  over  time.  The  t\vo 
chief  culprits  are  the  proliferation  of  remote  out-of-state 
and  online  .nailers  and  the  shift  in  the  economy  from 
purchases  of  goods  toward  purchases  of  services.  Failing 
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to  denying  equality  of  rigiits,  punisiies  productivity-  and 

discourages  economic  growth. 

North  Carohna's  poHcy  makers  should  reform  the  state's 
mcome  tax  so  as  to  minimize  these  biases.  The  state 
should  switch  to  a  "flat-rate  consumed-income  tax."  The 
economics  literature  has  shown  that  this  kind  of  tax  elimi- 
nates the  bias  against  saving  and  investment  and  reduces 
the  bias  against  work  effort  and  entrepreneurship. 

To  introduce  such  a  tax,  first,  policy  makers  should  con- 
vert the  current  five-rate  system  (0.00,  6.00,  7.00,  7.75,  and 
8.25  percent)  to  a  single  rate  that  treats  all  taxpayers 
equally.  If  policy  makers  desire  a  progressive  tax  code  for 
political  reasons,  they  can  introduce  it  by  using  a  large  zero- 
tax  bracket  at  the  bottom  end  of  the  income  distribution. 

Second,  policy  makers  should  exempt  from  taxation  all 
income  that  is  saved  or  invested  until  it  is  withdrawn  and 
used  for  consumption.  (This  often  is  referred  to  as  "uni- 
versal IRA  treatment.")  At  the  point  of  withdrawal ,  they 
should  tax  both  the  principal  and  the  interest  or  other  re- 
turn at  the  normal  (flat)  rate.  All  income  would  ultimately 
be  taxed,  but  only  once,  when  it  was  used  for  consumption. 

Sales  taxes  display  the  same  economic  properties  as  the 
flat-rate  consumed-income  tax.  Because  of  this,  the  state 
should  rely  most  heavily  on  some  combination  of  these 
two  forms  of  taxation. 

Further,  in  the  name  of  both  economic  efficiency  and 
political  honesty,  the  state  should  abolish  the  corporate  in- 
come tax.  The  tax  adds  an  additional  layer  of  bias  against 
investment  and  entrepreneurship,  hurting  overall  economic 
performance.  Just  as  important,  the  tax  is  dishonest  be- 
cause it  is  a  hidden  tax  on  corporate  shareholders,  em- 
ployees, and  customers.  Corporations  as  legal  entities 
cannot  pay  taxes;  only  people  can.  Every  dollar  that  a  cor- 
poration takes  in,  whether  it  is  kept  and  reinvested  or  paid 
out  in  dividends,  accrues  to  the  benefit  of  one  or  some 
combination  of  three  groups:  the  corporation's  stockholders 
(its  owners),  employees,  and  customers.  If  every  dollar  that 
comes  into  a  corporation  benefits  one  of  these  three 
groups,  then  every  dollar  that  a  company  pays  in  taxes 
comes  from  one  of  these  three 
groups.  Stockholders  pay  cor- 
porate taxes  in  the  form  of  fewer 
dividends  and  reduced  capital 
gains;  employees  pay  them  in  the 
form  of  lower  wages;  and  cus- 
tomers pay  them  in  the  form  of 
higher  prices.  To  claim  that  cor- 
porations are  taxed  is  a  charade. 
Those  who  call  for  higher  cor- 
porate taxes  are  in  effect  advo- 
cating higher  prices,  reduced 
wages,  and  smaller  capital  gains 
and  dividends.  This  last  is  a  tax 
on  workers'  pension  funds  and 
retirement  accounts,  with  an 
especially  negative  impact  on 
the  income  of  the  elderly. 


The  State  should 
switch  to  a  "flat-rate 
consumed-income 
tax."  The  economics 
literature  has  shown 
that  this  kind  of  tax 
eliminates  the  bias 
against  saving  and 
investment  and  re- 
duces the  bias  against 
work  effort  and 
entrepreneurship. 


'/  see  no  new  taxes,  followed  by  some  new  taxes."  © 
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to  include  remote  sales  and  services  in  the  sales  tax  base 
violates  the  tax  principles  of  neutrality,  equity,  and  ade- 
quacy. Along  with  several  other  states,  North  Carolina  is 
working  at  the  national  level  to  require  remote  sellers  such 
as  catalog  and  online  vendors  to  collect  sales  taxes,  but 
that  effort  will  take  years  to  bear  fruit.  The  state  has  made 
less  progress  in  expanding  the  sales  tax  base  to  include 
services.  The  combined  effect  of  these  developments  is 
that  sales  tax  revenues  have  not  tracked  economic  growth. 
To  compensate,  lawmakers  have  more  than  doubled  the 
combined  state  and  local  sales  tax  rate  since  the  1970s. 

After  the  retail  sales  tax,  business  taxes  should  be  next 
in  line  for  overhaul.  Businesses,  like  individuals,  benefit 
greatly  from  government  spending  and  should  pay  their 
fair  share  for  the  benefits.  Determining  what  represents 
their  fair  share  has  become  increasingly  difficult.  Large 
corporations  have  taken  advantage  of  the  complexity  of 
the  tax  code  and  the  wide  variation  in  business  taxes  from 
state  to  state  to  lower  their  tax  liability.  In  July  2003  the 
nonpartisan  Multi-State  Tax  Commission  released  a 
report  showing  that  North  Carolina  lost  $301  million  in 
the  2000-01  fiscal  year  alone  because  of  corporations'  use 
of  tax  shelters.  Currently,  corporate  income  and  franchise 
tax  revenues  combined  make  up  only  8  percent  of  general 
fund  revenues.  This  proportion  is  far  less  as  a  share  of 
total  state  revenues  than  in  the  past,  yet  some  advocates 
are  adamant  that  North  Carolina  needs  to  cut  business 
taxes.  Two  first  steps  in  reversing  these  trends  would  be  to 
move  to  "combined  reporting"  of  corporate  taxes  (corp- 
orations reporting  on  all  of  their  business  activity  to  the 
North  Carolina  Department  of  Revenue,  as  opposed  to 
their  making  their  own  determination  of  the  share  of  their 
income  that  is  attributable  to  doing  business  in  the  state) 
and  to  close  corporate  tax  loopholes  that  already  have 
been  identified. 
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Question  3.  Should  fees  be  used  more  and  taxes  reduced? 


leisure  activities. 


Cordato:  A  principle  of  taxa-      Jhe  moral  reason  for 

rion  that  I  did  not  discuss  in  m\'  .       ,        .    .  ., 

■     ,     ,  using  fees  IS  to  avoid 

response  to  question  1  is  tlie  -' 

"benefit  principle."  This  is  the         forcIng  SOme  people 
idea  that  benefits  and  payments       ^q  SUbsidize  Other 
should  be  linked.  In  markets  this 

benefit-payments  link  is  one  of  the    people'S  COnSUmption, 
factors  that  help  ensure  economic     investment  and 
efficiency  in  production  and  con- 
sumption. When  policy  makers 
can  easily  identib.-  specific  bene- 
ficiaries and  segment  the  market,  it  makes  sense  for  them 
to  finance  government  activities  with  user  fees  rather  than 
general  taxation.  This  includes  not  only  charging  admis- 
sion to  museums,  parks,  concerts,  and  so  forth  but  also 
charging  tuition  to  state  universities  so  that  a  greater  pro- 
ponion  of  the  actual  cost  of  an  education  is  covered. 

The  second  part  of  this  question,  "and  taxes  reduced," 
is  important.  The  moral  reason  for  using  fees  is  to  a\oid 
forcing  some  people  to  subsidize  other  people's  consump- 
tion, investment  (for  example,  education),  and  leisure 
activities  (for  example,  using  campgrounds  or  attending 
concerts  or  art  exhibits).  When  policy  makers  use  these 
fees  to  substitute  for  general  taxation,  they  should  return 
the  money  that  is  saved  to  the  taxpayers  and  not  use  it  to 
create  new  government  programs  or  expand  existing  ones. 
The  latter  is  a  danger  whenever  new  revenues  become 
available.  The  tendency  is  to  find  new  ways  to  spend  the 
money.  Rarely  do  policy  makers  think  first  about  ways  of 
returning  saved  revenues  to  the  taxpayer.  In  accordance 
with  the  constitutional  principle  I  discussed  in  my  answer 
to  question  1,  a  legislator  has  a  moral  responsibilir\'  to 


Mejia:  User  fees,  sometimes  called  "user  charges,"  cer- 
tainly serve  a  legitimate  purpose  in  today's  government. 
Governments  generalh;  and  local  go\'ernments  particularly, 
are  looking  aggressively  to  user  fees  to  raise  needed  reve- 
nues. According  to  the  latest  Census  data.  North  Carolina 
ranked  t\venr.--first  in  the  use  of  nontax  revenue  to  fund 
state  and  local  government  in  fiscal  year  2000.'  Although 
local  governments  topically  rely  more  heavily  on  revenue 
from  user  fees,  state  governments,  including  North  Caro- 
lina's, have  been  looking  toward  user  fees  for  new  revenues. 
In  the  2003  legislative  session,  North  Carolina  raised  user 
fees  for  visiting  state  parks,  increased  charges  for  various 
professional  licenses,  and  boosted  tuition  for  higher  educa- 
tion. (The  actions  cover  fiscal  vears  2003-04  and  2004-05.) 

The  central  concern  with  the  growing  use  of  user  fees 
is  that  on  their  face  they  \iolate  the  equity  principle  be- 
cause they  are  generally  assessed  without  regard  to  a  user's 
ability  to  pay.  Unlike  broad-based  taxes,  user  fees  are  set 
at  a  flat  amount  regardless  of  the  income  of  the  user. 
Therefore,  when  they  are  raised  explicitly  to  replace  pro- 
perty tax  revenues,  the  result  is  a  regressive  shift  in  the 
burden  of  paying  for  government. 

In  addition  to  raising  equit}'  concerns,  user  fees  gener- 
alh'  \iolate  the  principle  of 
User  fees  ...  violate  being  easy  and  economical  to 

the  equity  principle         administer  because  collecting 

them  generallv  costs  more  per 
because  they  are  dollar  than  le\Ting  taxes  does. 

generally  assessed  This  is  yet  another  reason  to 

....  J  .  develop  strict  guidelines  for  de- 

withoutreqardtoa  .         u 

vvniiwui.  i..yuiw  iw  u  termining  when  to  charge  user 

user's  ability  to  pay.  fees  for  government  services. 


Governor's  Commission  to  Modernize  State  Finances 


Benjamin  Russo 


In  2002,  Governor  Mike  Easley  appointed  the  Commission 
to  Modernize  State  Finances.  He  charged  it  to  study  whether 
North  Carolina's  tax  revenue  system  is  fair  and  sufficient 
and  to  examine  the  volatility  and  the  predictability  of  state  tax 
revenue  in  light  of  developments  in  the  new  economy  in 
particular,  growth  in  the  services  sector  and  in  the  Internet. 
Chaired  by  Judge  Thomas  Ross,  executive  director  of  the 
Z.  Smith  Reynolds  Foundation,  the  commission  consisted  of 
fifteen  members.  It  issued  its  final  report  in  December  2002. 

Principles  Underlying  the 
Commission's  Recommendations 

The  commission  established  six  principles  to  guide  its  formu- 
lation of  recommendations; 

1 .  Equity.  As  far  as  practicable,  the  tax  burden  should  be  a 
"fair  and  equitable"  share  of  income  and  wealth.  Taxpayers 
with  similar  incomes  should  face  similar  tax  liabilities,  and  the 
proportion  of  income  that  taxpayers  owe  in  taxes  should  in- 
crease as  their  income  increases.  Beneficiaries  of  government 


services  should  pay  fees  that  approximate  the  social  costs  of 
providing  services. 

2.  Competitiveness.  The  tax  system  should  not  reduce 

a  state's  ability  to  compete  with  other  economies  and  should 
contribute  to  sustainable  economic  development,  job 
creation,  and  growth. 

3.  Sufficiency.  Tax  revenue  should  be  adequate  to  finance 
essential  government  services,  with  a  minimum  of  short-term 
variation  in  revenue  collections. 

4.  Simplicity.  The  tax  rules  should  be  relatively  easy  for 
taxpayers  to  understand  and  comply  with,  and  for  govern- 
ment officials  to  administer. 

5.  Efficiency.  The  tax  system  should  minimize  interference 
in  individual  consumers'  and  producers'  decisions. 

The  author  is  associate  professor,  Economics  Department,  Belk 
College  of  Business  Administration,  The  University  of  North  Caro- 
lina at  Charhtte.  A  specialist  in  fiscal  policy,  he  was  a  member 
of  the  Governor's  Commission  to  Modernize  State  Finances. 
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keep  taxes  as  low  as  possible.  User  fees  are  a  way  of 

pursuing  this  goal. 

Fees  for  certain  activities  do  not  fall  under  the  benefit 
principle.  For  example,  some  argue  that  businesses  should 
pay  a  user  fee  when  filing  certain  forms  in  compliance  with 
regulations.  This  is  inappropriate.  Typically  the  purpose  of 
regulations — for  example,  zoning  laws  or  regulations  re- 
lated to  the  environment — is  to  benefit  societ)',  not  the 
party  complying  with  them.  If  the  general  citizenry  is  the 
beneficiary  of  the  activit)',  then  the  general  citizenry 
should  bear  the  cost  of  it. 


Mejia  continued 

Thoughtful  application  of  user  fees  does  have  some 
advantages.  User  fees  are  appropriate  when  government 
provides  services  that  also  are  provided  by  the  private 
sector,  especially  if  they  are  not  core  government  services 
(such  as  law  enforcement),  or  when  the  person  receiving  the 
services  obtains  a  clear  substantial  benefit  (such  as  a  college 
education).  User  fees  also  can  promote  conservation  of 
scarce  resources  such  as  water  and  electricir\'.  Further,  user 
fees  link  government  spending  for  particular  programs 
directly  to  their  funding  source,  thus  enabling  government 
to  recoup  an  established  percentage  of  the  cost  of  provid- 
ing particular  services. 

Most  tax  policy  experts  agree,  however,  that  user 
fees  are  not  appropriate  as  a  way  to  finance  core  gov- 
ernment services,  particularly  social  services  and  educa- 
tion programs.  In  these  areas,  government  provides 
ser\ices  and  benefits  on  the  basis  of  social  objectives 
such  as  reducing  povert)'  or  providing  ec]ual  educational 
opportunities. 

One  recent  and  controversial  development  in  employ- 
ment of  user  fees  by  local  governments  in  North  Carolina 
is  the  "impact"  or  "development"  fee.  This  is  a  flat  fee 
assessed  when  a  new  home  is  built.  Unlike  other  types  of 
user  fees,  it  is  not  directly  linked  to  the  amount  of  govern- 
ment services  that  the  particular  owners  of  the  new  home 
will  require.  Because  it  is  not,  and  because  it  is  set  at  a  flat 
amount  regardless  of  economic  means,  this  "fee,"  in 
realit)',  is  a  flat  tax,  thus  raising  strong  concerns  regarding 
fairness.  Although  the  state  currently  allows  only  a  few 
localities  to  charge  this  type  of  fee,  many  other  local  gov- 
ernments are  expressing  interest.  This  type  of  fee  will  likely 
become  a  major  tax  policy  controversy  in  North  Carolina. 


6.  Appropriate  federalism.  Each  level  of  government 
should  have  revenue  sources  tailored  to  its  level,  and  fiscal 
tools  to  finance  its  particular  responsibilities.' 

Guided  by  these  principles,  the  commission  offered  an  over- 
arching recommendation  for  tax  policy  and  specific  recom- 
mendations to  reduce  inequities  and  inefficiencies  in  the  tax 
system  that  have  developed  as  North  Carolina's  economic 
structure  has  evolved.  The  extraordinary  and  continuing  eco- 
nomic restructuring  that  has  taken  place  over  the  past  seven 
decades  has  benefited  North  Carolinians  enormously.  It  also 
has  made  the  tax  system  obsolete.  The  system  the  state  has 
inherited  is  out  of  sync  with  the  modern,  knowledge-based 
services  economy. 

Commission  Recommendations 

The  commission's  overall  recommendation  is  for  a  broader 
tax  base  and  lower  tax  rates.  The  social  benefits  of  these 
changes  are  illustrated  by  the  case  of  special  exemptions  to  the 
sales  tax. 

Sales  tax  exemptions  complicate  compliance  by  retailers 
and  administration  by  tax  collectors.  A  broader  tax  base  would 
simplify  the  tax  system  by  eliminating  special  exemptions. 


A  properly  structured  broadening  of  the  sales  tax  base 
would  tend  to  improve  fairness,  as  well.  North  Carolina's 
retail  sales  tax  falls  most  heavily  on  consumers  and  producers 
of  tangible  goods.  Most  sen/ices  are  not  taxed.  The  proportion 
of  income  spent  on  services  tends  to  increase  with  income, 
so  taxing  more  services  would  increase  the  likelihood  that 
the  proportion  of  taxes  owed  by  taxpayers  would  increase 
with  income. 
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Question  4. 

Taxes  often  are  seen  as  affecting  the  economic  performance  of  businesses  in  North  Carolina. 

Should  tax  policy  address  specific  economic  development  objectives? 


Cordato:  Tax  policy  should  address  one  specific  economic 
de\elopnient  objective.  Tax  policy  can  have  a  profound 
effect  on  economic  performance,  and,  as  noted  earlier,  that 
effect  is  always  going  to  be  negative.  Polic\'  makers  need 
to  be  very  mindful  of  this  fact.  It  means  that  they  should 
construct  taxes  to  minimize  damage  to  the  state's  economy. 
Thev  should  leave  as  small  a  footprint  on  the  state's  pri- 
vate sector  as  possible.  I  discussed  how  they  might  do  this 
in  my  answer  to  question  2.  Generally  speaking,  though, 
policy  makers  should  construct  tax  policy  to  stay  out  of 
the  way.  In  fact,  in  terms  of  economic  development,  this 
should  be  a  guide  for  all  state  policy. 

Unfortunately,  what  has  come  to  be  known  as  eco- 
nomic de\  elopment  polic\',  and  in  particular  the  tax  policy 
component  of  it,  is  guided  by  a  false  principle  that  runs 
contrary  to  sound  economic  analysis.  This  principle  starts 
with  the  premise  that,  through  incentives  and  implicit 
penalties,  policy  makers  should  use  tax  policy  to  en- 
courage some  kinds  of  investments  and  discourage  others. 
I  describe  this  approach  as  "corporate  socialism"  because 
It  accepts  the  guiding  premise  of  a  socialist  economy — 
nameh'  that  the  state  should  have  an  important  role  in 
determining  resource  allocation.  It  is  "corporate"  social- 
ism because  it  accomplishes  this  task  by  granting  special 
favors  to  selected  businesses  and  corporations,  necessarily 
at  the  expense  of  others. 

Corporate  socialism  has  the  same  problems  as  other 
forms  of  socialism.  First,  it  is  destructive  of  individual 
liberty  because  it  uses  government  power  to  influence 


Mejla:  Manipulation  of  tax  policy  specifically  to  en- 
courage business  development  and  relocation  generally 
\iolates  the  principles  of  good  tax  policy  discussed  earlier. 
Despite  this  fact  and  o\erwhelming  e\idence  that  tax  in- 
centives are  ineffective  o\erall  in  generating  new  economic 
activity,  the  last  r\venr\-fi\e  years  have  witnessed  a  steady 
increase  in  interstate  competition  to  attract  new  business. 
Almost  since  the  beginning  of  American  government, 
lawmakers  have  seen  a  tremendous  political  premium  in 
creating  jobs.  Often,  however,  in  creating  jobs  by  manipu- 
lating the  tax  code,  law  makers  have  succeeded  only  in 
violating  most  key  tax  principles,  distorting  the  private 
marketplace  by  subsidizing  certain  industries  and  creating 
unfair  ad\antages,  and  wasting  valuable  public  resources. 

Certainly,  some  level  of  fair  competition  between  states 
is  beneficial  because  it  encourages  efficiency  and  innova- 
tion as  states  try  to  maintain  and  enhance  the  qualit)'  of 
public  services  and  keep  costs  in  check.  However,  the 
attempts  to  stimulate  in\estment  and  create  jobs  often  are 
narrowly  targeted,  thus  \iolating  the  principles  of 
horizontal  and  vertical  equir\",  accountabilir\-.  simplicirs', 
and  unnecessary  decreases  in  the  tax  base. 

North  Carolina  has  numerous  examples  of  such  well- 
meaning  yet  misguided  efforts.  A  prime  one  is  the  cigarette 
export  credit,  which  gives  cigarette  manufacturers  a 
special  credit  against  their  tax  bill  for  exporting  cigarettes 
manufactured  in  North  Carolina.  The  state  does  not  give 
tax  credits  to  any  other  type  of  industry  for  exporting  its 
product.  The  credit  diverts  millions  of  dollars  from 


Including  more  services  in  the  sales  tax  base  also  would 
increase  stability  in  tax  revenue  collections  during  economic 
downturns,  because  spending  on  services  is  relatively  less 
responsive  to  cyclical  declines  in  income  than  spending  on 
tangible  goods.  Long-run  sufficiency  of  tax  revenue  would  be 
improved  because  spending  on  services  grows  as  a  propor- 
tion of  total  spending. 

Taxing  more  services  would  tend  to  improve  economic 
efficiency.  Taxes  are  inefficient  because  they  interfere  with 
consumption  and  production  decisions.  Taxing  a  good,  such 
as  a  new  refrigerator,  but  not  a  service,  such  as  refrigerator 
repair,  causes  substitution  of  services  for  goods,  reducing 
economic  value.  Taxing  more  services  would  reduce  the  inef- 
ficiency. It  also  would  reduce  the  sales  tax-induced  competi- 
tive disadvantage  currently  suffered  by  manufaaurers. 

A  broader  tax  base  generates  a  given  level  of  revenue  at  a 
lower  tax  rate.  Tax  economists  have  shown  that  inefficiency 
diminishes  faster  than  tax  rates.  Therefore  a  broader  tax  base 
would  produce  an  efficiency  "bonus  " 

(For  a  graphic  illustration  of  changes  in  sales  tax  revenue 
of  local  governments  in  recent  years,  see  Figure  1 .) 


Figure  1.  Local  Sales  Tax  Revenue,  FY  1997-2003 
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Source:  Adapted  from  Rebecca  Troutman,  Sales  Tax  Perspectives  (slide 
show)  (Raleigi,:  North  Carolina  Ass'n  of  County  Commissioners,  n.d.). 
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what  should  be  freely  made  decisions  based  on  entrepre- 
neurial insights  and  the  personal  preferences  of  consumers. 
Second,  it  reduces  economic  welfare  because  it  substitutes 
the  decisions  of  policy  makers  and  bureaucrats  for  those 
of  private  market  participants.  These  government  decision 
makers  have  neither  the  incentive  nor  the  intimate  market 
information  necessan'  to  allocate  resources  efficiently.  What 


Mejici  continued 

general  fund  revenues  and  does  nothing  to  stop  the 
natural  shift  in  the  state's  economy  away  from  tobacco 
growing  and  manufacturing.  To  compensate  for  the  loss, 
other  businesses  and  individuals  have  to  pay  higher  taxes. 
Another  example,  which  has  cost  hundreds  of  millions 
of  dollars  in  lost  revenue,  is  the  William  S.  Lee  corporate 
tax  incentive  initiative,  begun  in  1996.  This  program  pro- 


The  commission's  primary  recommendations  are  as  follows: 

1.  Sales  tax 

a.  Eliminate  differentials  in  sales  and  use  tax  rates  and 
in  caps  on  sales  and  use  tax  liabilities. 

b.  Eliminate  sales  tax  exemptions. 

c.  Consider  expansion  of  the  sales  tax  base  to  include 
more  services. 

d.  Adopt  changes  required  to  comply  with  the  Stream- 
lined Sales  and  Use  Tax  Project.- 

e.  Simplify  administration  of  local  sales  taxes. 

2.  Individual  income  tax 

a.  Tie  the  state  income  tax  more  closely  to  the  federal 
tax  code. 

b.  Adopt  strategies  to  help  low-income  taxpayers. 

3.  Corporate  income/franchise  taxes 

a.  Eliminate  or  simplify  tax  credits. 

b.  Move  to  combined  reporting  by  related  entities.^ 

c.  Modernize  the  franchise  tax. 

d.  Consider  establishing  a  throw-out  provision.'' 

e.  Tie  the  state  corporate  income  tax  more  closely  to 
the  federal  definition  of  corporate  income. 


f.   Consider  returning  to  equal  weights  on  payroll, 
property,  and  sales  in  apportionment.^ 

4.   Other  finance  issues 

a.  Increase  fees  to  cover  the  costs  of  selected  services 
provided  by  the  state. 

b.  Substantially  increase  the  target  on  North  Carolina's 
Rainy  Day  Fund.^ 

c.  Replace  the  practice  of  cutting  tax  rates  and  creating 
credits  and  exemptions  when  tax  revenue  expands 
faster  than  expenditures,  with  a  policy  that  returns 
budget  surpluses  to  citizens  via  tax  rebates.^ 

An  unedited  electronic  version  of  the  commission's  final 
report  is  available  at  www.osbm.state.nc.us/files/pdf_files/ 
finaLrpt_gov_comm.pdf 

Notes 

1 .  Not  all  levels  of  government  are  equally  suited  to  use  particular 
revenue  sources  For  example,  correct  assessment  of  property  values  is 
easier  for  local  officials  than  for  state  officials,  so  property  taxes  are  easier 
to  collect  at  the  local  level.  See  StAiE  and  Local  Government  Relations  in 
North  Carolina:  Their  Evolution  and  Current  Status  (Charles  D.  Liner  ed., 
Chapel  Hill:  Institute  of  Gov't,  Univ  of  N.C.  at  Chapel  Hill,  1995), 
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makes  private  markets  efficient  is  that  businesses,  consu- 
mers, and  entrepreneurs  are  using  and  risking  their  own 
money.  If  they  fail  or  exercise  bad  judgment,  they  bear  the 
costs  and  learn  from  their  mistakes.  If  their  judgment  is 
correct,  they  reap  the  rewards.  This  system  of  profit  and 
loss  leads  to  an  efficient  learning  and  decision-making 
process.  State  policy  makers  face  none  of  these  incentives. 

Furthermore,  corporate  socialism  is  inherently  a  win- 
lose  proposition.  Any  business  that  is  subsidized  through 
tax  favors  or  direct  payments  gains  at  the  expense  of  others 
whose  taxes  must  pick  up  the  slack.  Although  business 
may  expand  in  the  area  targeted  by  the  tax  breaks,  it  will 
contract  in  other  areas  of  the  economy.  In  spite  of  this 
effect,  such  programs  are  politically  popular  because  the 
expansion  that  occurs  is  highly  visible  and  easy  for  politi- 
cians to  take  credit  for,  while  the  contractions  are  not  easily 
identifiable  or  direcriy  attributable  to  the  policy.  Nearly  all 
studies  of  such  programs  show  that  they  do  little  or 
nothing  to  advance  economic  growth. 

Examples  of  corporate  socialist  programs  in  North 
Carolina  are  the  Golden  LEAF,  a  program  for  channeling 
tobacco  settlement  money  to  particular  businesses;  the 
William  S.  Lee  Act  and  the  North  Carolina  Stimulus  and 
Job  Creation  Act,  both  of  which  are  programs  that  give 
tax  breaks  to  attract  new  businesses  to  the  state;  and  the 
recently  passed  Job  Growth  and  Infrastructure  Act,  which 
gives  a  host  of  tax  privileges  and  direct  subsidies  to  specific 
pharmaceutical  and  cigarette  manufacturers.  Policy  makers 
should  abolish  all  such  programs  and,  instead,  lower  taxes 
across  the  board.  This  will  aid  all  businesses  and  help 
North  Carolina  become  a  business-  and  investment- 
friendly  state. 


vides  tax  credits  to  certain 
types  of  businesses,  such  as 
manufacturers,  that  invest 
in  particular  t}'pes  of  prefer- 
ential activities — for  ex- 
ample, hiring  more  workers 
or  supporting  research  and 
development.  A  study  re- 
leased in  2003  and  com- 
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place  without  the  tax 
and  WaStmg  valuable  credits.  Furthermore, 

public  resources.  this  initiative  IS  clearly 

unfair  to  small  businesses, 
violating  the  principle  of  horizontal  equity.  Also,  the 
credits  are  difficult  to  police,  thereby  violating  the 
accountability  principle. 

At  a  minimum  the  state  should  limit  its  support  of 
specific  industries  to  those  that  will  be  profitable  in  the 
long  run  and  will  not  grow,  or  will  grow  more  slowly, 
without  the  tax  preference.  This  t\'pe  of  crystal-ball  tax 
policy  will  never  be  an  exact  science.  Therefore  some  of 
the  state's  investment  always  will  be  wasted.  Generally  it 
is  better  to  maintain  competitiveness  by  trying  to  provide 
the  best  public  services  while  keeping  the  over-all  tax 
burden  within  a  reasonable  pro.ximit}'  of  competitors.  In 
the  long  run,  that  approach  will  have  the  broadest  and 
longest-lasting  positive  impact  on  economic  development. 


2,  Complications  resulting  from  the  more  than  7,000  tax  jurisdic- 
tions in  the  United  States  contnbuted  to  a  U.S.  Supreme  Court  decision, 
Quill  Corp.  V.  North  Dakota,  504  U.S.  298(1992),  precluding  state  and 
local  governments  from  requiring  out-of-state  vendors  to  collect  use 
taxes,  without  the  consent  of  Congress.  If  Internet  sales  continue  to 
grow  rapidly,  they  could  threaten  sales  and  use  tax  bases.  In  the  late 
19905,  state  and  local  government  officials  began  work  on  the 
Streamlined  Sales  Tax  Project  (SSTP)  to  simplify  sales  and  use  taxes 
sufficiently  to  gam  congressional  consent.  For  a  copy  of  the  SSTP 
Agreement,  see  wvvw.geocities,com/streamlined2000/.  For  a  summary 
of  state  legislative  action  on  SSTP,  see  www.ncslorg/programs/fiscal/ 
5tateactionchart2,htm. 

3.  Currently,  out-of-state  subsidiaries  of  North  Carolina  corporations 
are  treated  as  separate  entities  for  tax  purposes,  that  is,  incomie  earned 
by  separate  entities  is  not  included  in  taxable  North  Carolina  income 
Combined  reporting  would  make  subsidiary  income  taxable  in  North 
Carolina  and  reduce  the  ability  of  North  Carolina  companies  to  avoid 
taxes  by  transferring  income  from  intangible  capital,  such  as  trademarks 
and  patents,  to  low  tax  jurisdictions.  For  discussions  of  combined 
reporting,  see  Financing  State  Government  in  the  1990s  (Ronald  Snell 
ed,,  Washington,  D.C.:  National  Conference  of  State  Legislatures  and 
National  Governors'  Ass'n,  1993);  Richard  D.  Pomp,  The  Future  of  the 
State  Corporate  Income  Tax:  Reflections  of  a  Tax  Lawyer,  in  The  Future 
OF  State  Taxation  (David  Brunon  ed.,  Washington,  DC:  Urban  Inst.,  1998), 


and  Michael  Mazerov,  Closing  Three  Common  Corporate  Tax  Loopholes 
Could  Raise  Additional  Revenue  for  Many  States  (Washington,  D.C: 
Center  on  Budget  and  Policy  Priorities,  May  2003),  available  at  www. 
cbpp.org/4-9-02sfp.htm. 

4.  Financing  State  Government  describes  throw-out  rules  and  their 
costs  and  benefits. 

5.  On  the  use  of  apportionment  formulas  in  state  taxation  of 
business  income,  see  Ronald  C.  Fisher,  State  and  Local  Public  Finance 
ch.  1 7  (Chicago:  Richard  Irwin  Publ'g,  1 996,  reprint.  New  York: 
McGraw-Hill,  2000),  Neil  Bruce,  Public  Finance  and  the  American 
Economy  ch.  1 9  (Reading,  Mass.:  Addison  Wesley  Longman,  2001 ); 
and  the  entry  for  "apportionment"  in  Joseph  Cordes  et  al..  Encyclopedia 
OF  Taxation  and  Tax  PoucY  (Washington,  D.C:  Urban  Inst.,  1999). 

6.  In  1991  the  General  Assembly  established  a  Rainy  Day  Fund  in 
North  Carolina  as  insurance  against  revenue  shortfalls.  Currently  the 
fund's  target  each  year  is  5  percent  of  the  previous  year's  expenditures. 
For  a  detailed  discussion,  see  Benjamin  Russo,  Report  on  North 
Carolina's  State  Revenue  Shortfalls  and  Budget  Stabilization  Fund 
(manuscnpt  prepared  for  the  Governor's  Commission  to  Modernize 
State  Finances,  Univ.  of  N.C,  at  Charlotte,  June  2002). 

7.  Cutting  tax  rates  during  economic  expansions  can  create 
structural  deficiencies  in  the  tax  system  that  become  apparent  during 
economic  contractions,  because  revenue  falls  with  the  level  of 
economic  activity. 
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Question  5. 

Should  there  be  a  requirement  to  have  a  supermajority,  or  other  types  of  limits,  for  setting  taxes? 


Cordato:  As  I  discussed  in  my  answer  to  question  1, 
because  of  its  coercive  nature,  taxation  inherently  violates 
North  Carolinians'  constitutionally  guaranteed  and  creator- 
endowed  right  to  use  the  fruits  of  their  labor  as  they  see 
fit.  Given  this,  tax  increases  should  be  viewed  very  differ- 
ently than  tax  cuts.  Tax  increases  erode  rights;  tax  cuts 
restore  them.  From  a  legislative  perspective,  then,  legisla- 
tors always  should  consider  tax  increases  more  carefully 
than  they  consider  tax  cuts,  and  tax  increases  should  be 
more  difficult  to  pass.  Furthermore,  tax  increases  should 
be  a  last  resort.  Legislators  should  not  pass  tax  increases 
as  long  as  the  budget  includes  items  that  are  not  constitu- 
tionally guaranteed  or  federally  mandated.  For  example, 

the  state  allocates  more 


Taxation  inherently 
violates  North  Carolinians' 
constitutionally  guaran- 
teed and  creator-endowed 
right  to  use  the  fruits  of 
their  labor  as  they  see  fit. 
Given  this,  tax  increases 
should  be  viewed  very 
differently  than  tax  cuts. 


than  $300  million  a  year 
to  corporate  socialism 
programs  of  the  nature 
discussed  earlier.  The  allo- 
cations include  subsidies  to 
the  film  industry,  tourism, 
biotechnology,  fisheries, 
and  tobacco  processing, 
among  many  others.  None 
of  these  involve  constitu- 
tionally guaranteed  rights, 
so  legislators  should  elimi- 
nate all  of  them  before  con- 

TaX  increases  erode  rights;     sidenng  any  tax  increase. 
,  Because  of  this,  a  con- 

tax  cuts  restore  them.  st.tutional  amendment  re- 

quiring  some  kind  of  super- 
majorirv'  to  increase  ta.xes,  possibly  two-thirds  of  each 
legislative  chamber,  makes  sense.  Such  an  amendment 
should  be  coupled  with  a  constitutional  check  on  spending 
increases.  Governor  Mike  Easley  took  a  timid  step  in  this 
direction  in  his  budget  proposal  in  2003  by  asking  for  a 
budget  limitation  that  would  hold  spending  to  a  ten-year 
rolling  average  of  increases  in  per  capita  income  (so  that, 
as  incomes  rise,  state  spending  rises  proportionately). 

Although  this  proposal  should  be  applauded,  it  still 
allows  for  significant  increases  in  the  size  and  scope  of 
state  government.  A  better  approach  is  to  limit  the  growth 
in  spending  to  the  popukttion-adjusted  inflation  rate.  This 
proposal,  referred  to  as  the  Tax  Payer  Protection  Act,  was 
introduced  several  times  in  the  North  Carolina  General 
Assembly  during  the  1 990s.  It  would  effectively  freeze  the 
budget,  forcing  the  legislature  to  prioritize  spending. 

States  such  as  Colorado  that  have  had  this  kind  of 
constitutional  restraint  in  place  have  avoided  the  severe 
budget  problems  experienced  by  North  Carolina.  If  North 
C'arolina  had  had  such  a  constitutional  amendment  be- 
ginning in  the  mid-1990s,  state  spending  would  have  been 
$1.5  billion  lower  in  2001-02.  That  amount  would  have 
been  more  than  enough  to  offset  the  budget  shortfalls  that 
the  state  government  has  experienced. 


Mejia:  North  Carolina  does  not  need  any  new  restric- 
tions on  taxes  or  spending,  for  such  limits  can  be  extremely 
detrimental  to  the  maintenance  of  public  investment  in 
popular  and  critical  programs  such  as  education,  health 
care,  roads,  and  law  enforcement.  Tax  policy  is  set  under 
constraints  already  in  place,  which  require  a  majority'  of 
both  houses  of  the  General  Assembly  and,  more  recently, 
the  consent  of  the  governor.  Both  houses  also  operate 
under  rules  that  limit  expedited  consideration  of  legisla- 
tion affecting  tax  policy. 

In  the  last  few  years,  during  the  much-talked-about  fis- 
cal crisis  in  North  Carolina,  lawmakers  have  continuously 
struck  a  balance  between  spending  cuts  and  new  revenues, 
only  sometimes  looking  to  tax  increases.  The  sole  state 
taxes  to  be  raised  during  the  current  crisis  were  enacted  in 
2001,  bringing  in  about  $500  million  annually  in  new 
general  fund  revenues.  That  represents  just  3  percent  of 
current  general  fund  revenues,  compared  with  annual 
revenue  shortfalls  of  approximately  $2  billion,  or  around 
13  percent  of  total  general  fund  spending.  Clearly,  North 
Carolina  lawmakers,  even  without  new  restrictions,  are 
fiscally  conservative,  preferring  tax  increases  only  when 
absolutely  necessary. 

States  with  tax  and  spending  limits  are  in  no  way  im- 
mune to  fiscal  crises.  California,  Colorado,  and  Oregon, 
three  states  with  expenditure  limits,  are  experiencing  siz- 
able annual  shortfalls.  Often  when  they  face  growing  de- 
mand for  public  services,  these  states  turn  to  user  fees  and 
other  tricks  such  as  debt  financing  and  spending  "off  bud- 
get" to  avoid  deep  cuts  in  state  programs  and  to  keep  pace 
with  public  demand.  If  locally  elected  officials  make  gov- 
ernment taxing  and  spending  decisions  with  sufficient  public 
input  and  transparency,  there  is  no  need  for  these  tv'pes  of 
limits.  Fortunately  the  public  distrust  of  lawmakers  that  is 
so  evident  in  other  states  is  not  the  norm  in  North  Carolina. 


"Welcome  aboard.  You  are  now  exempt 
from  federal,  state,  and  local  taxes." 
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Question  6:  Is  North  Carolina  a  "high-tax  state"? 


CordatO:  in  comparison  with  the  states  with  which  North 
Carohna  most  directly  competes  for  business  and  job  op- 
pornmities,  yes.  North  CaroHna  has  tax  rates  and  a  tax 
burden  that  are  well  above  average.  Among  southeastern 
states.  North  Carolina  has  by  far  the  highest  top  marginal 
income-tax  rate  (the  rate  applied  to  the  top  income  earners), 
8.25  percent;  the  highest  corporate  tax  rate,  6.9  percent; 
and  the  second-highest  sales  tax  rate,  4.5  percent.  Tennes- 
see is  the  only  southeastern  state  with  higher  sales  taxes, 
but  it  has  no  income  tax.  North  Carolina's  sales  tax  rate  is 
higher  than  that  of  Florida,  which  also  has  no  income  tax. 

In  terms  of  economic  impact,  corporate  and  personal 
income  taxes  are  the  most  damaging.  The  high  rates  of 
these  taxes  have  the  strongest  impact  on  investment,  entre- 
preneurship,  and  business  expan- 
sion. Most  small  busmess  owners 

are  not  mcorporated  and  there-        MoSt  SITiall  bUSlPeSS 
fore  have  their  business  income         «,.,„„„  ,-„  „««.  :„,„, 

,     ,  .      1  ,    ,     owners  are  not  incor- 

taxed  at  the  extraordmarily  high 

8.25  percent  personal  tax  rate^  In    porated  and  therefore 

addition,  any  significant  capital       pjgyg  ^j^gjp  business 

gains,  such  as  those  resulting  from 
the  sale  of  a  business  or  a  famih 
farm,  are  taxed  at  this  rate. 

Also,  North  Carolina's  tax 
burden  as  a  percentage  of  its  cit- 
izens' personal  income  now 


Mejia:  People  pipically  answer  this  question  by  comparing 
North  Carolina's  total  state  and  local  taxes  with  those  of 
other  states,  either  on  a  per  capita  basis  or  in  relation  to 
the  size  of  the  state's  economy  as  measured  by  gross  state 
product  or  total  personal  income.  However,  given  the  tax 
polic}'  principle  of  appropriate  le\el  of  resources,  answering 
this  question  simply  by  comparing  North  Carolina  with 
other  states  hardh'  seems  fair.  There  is  no  widespread  dis- 
satisfaction with  the  level  of  government  services  provided 
in  this  state.  Indeed,  the  demand  for  government  services 
continues  to  grow.  The  level  of  government  services  ap- 
proximates the  will  of  the  majority  of  the  citizens,  regard- 
less of  how  the  level  compares  with  that  of  states  whose 
citizens  may  have  different  needs  and  desires  for  govern- 
ment programs.  By  this  standard.  North  Carolina  is  not  a 
high-tax  state. 

Even  responding  to  this 
North  Carolina  ranked       question  by  comparing  North 
thirtV-Seventh  Carolinians'  tax  burden  with 

that  of  other  states,  however, 
nationally  in  combined      the  answer  to  the  question  IS 

no.  In  fact.  North  Carolina's 
total  state  and  local  taxes  con- 
tinue to  rank  in  the  bottom 
half  of  states.  The  latest  un- 
biased government  statistics  to 
give  total  combined  state  and 
local  taxes  are  from  fiscal  year 
1999-2000.  These  data  make 
clear  that,  overall.  North  Carolina  is  not  a  high-tax  state 
when  compared  with  its  neighbors  or  the  rest  of  the 
nation.  The  new  data  show  that  North  Carolina  ranked 
thirt)'-seventh  nationally  in  combined  state  and  local  taxes 
as  a  percentage  of  personal  income  and  thirty-first  in  total 
taxes  per  capita  in  2000."* 

True,  some  categories  of  taxes  are  higher  in  North  Car- 
olina than  the  national  average.  For  example,  the  personal 
income  tax  is  approximately  the  tenth  highest  overall. 
However,  this  tax  is  offset  by  the  state's  comparatively  low 
reliance  on  property  taxes.  Moreover,  as  noted  previously. 
North  Carolina's  reliance  on  income  taxes  is  consistent 
with  sound  tax  policy  principles. 

Any  discussion  about  high-  versus  low-tax  states  must 
account  for  the  fairness  of  current  tax  policy  and  any  pro- 
posed changes.  Although,  as  a  general  proposition.  North 
Carolina  is  not  a  high-tax  state,  taxes  on  low-income  tax- 
payers, who  pay  the  greatest  share  of  their  income  in  state 
and  local  taxes,  are  clearly  too  high.  Currently  there  is  no 
requirement  that  lawmakers  discuss  the  relative  burden  of 
proposed  tax  policy  changes  before  they  are  made.  The 
focus  that  some  groups  give  to  marginal  rates  ignores  this 
great  injustice  in  the  current  tax  code — that  the  bottom  20 
percent  of  North  Carolina's  taxpayers,  with  an  average 
income  of  only  $9,100,  pay  43  percent  more  in  state  and 
local  taxes  as  a  share  of  income  than  the  top  1  percent  of 
taxpayers,  with  an  average  income  of  S8  14,000,  after 


income  taxed  at  the 
extraordinarily  high 
8.25  percent  personal 
tax  rate. 


state  and  local  taxes 
as  a  percentage  of 
personal  income  and 
thirty-first  in  total  taxes 
per  capita  in  2000. 
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Cordato  contiijiied 

stands  at  9.5  percent.  This  is  well  abo\e  the  average  for  the 
region,  which  is  about  8.9  percent.  North  Carolina's  burden 
is  second  only  to  that  of  Georgia,  which  has  the  highest 
tax  burden  in  the  Southeast  at  9.9  percent.  This  is  not  new. 
North  Carolina's  ta.x  burden  has  been  well  above  the  re- 
gional average  for  the  last  decade.  However,  the  gap  has 
widened  considerabh'  with  the  tax  increases  of  the  last  few 
\-ears.  North  Carolina  is  the  only  state  in  the  countr)'  to  have 
implemented  tax  increases  in  each  of  the  last  three  years. 

Clearly,  though,  how  high  ta.xes  are  is  a  function  of  how 
large  state  government  is,  and  this  relationship  is  at  the  root 
of  the  state's  tax  and  budget  problems.  Inflation-adjusted 
general  fund  spending  has  increased  by  more  than  $200  per 
person  since  the  1995-97  budget  cycle.  Although  many 
blame  the  state's  budget  deficits  on  tax  cuts  in  the  mid- 
1 990s,  these  cuts  were  not  enough  to  compensate  for  the 
tax  increases  of  the  early  1990s.  During  the  1990s,  net 
taxes  increased,  but  even  the  increases  could  not  compen- 
sate for  the  spending  binge  that  the  state  engaged  in  be- 
t\veen  1995  and  2000.' 

Note 

1 .  .-Ml  the  statistics  in  this  paragraph  were  calculated  hy  the  John 
Locke  Foundation  using  data  from  North  Carolina  state  budget 
documents,  the  U.S.  Census  Bureau,  and  the  Consumer  Price  Index. 
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Mejia  continued 

accounting  for  federal  deductions."  Despite  this  fact,  talk 
of  tax  cuts  continues  to  focus  on  "high"  personal  and 
corporate  tax  rates.  The  evidence  is  overwhelming  that 
the  highest  overall  rates  actually  are  paid  by  those  with  the 
least  abilit\'  to  afford  such  a  burden. 

Notes 

1.  D.w  ID  Brl^ori,  St.\te  T.\x  Policy:  A  Politic.\l  PERSPEcmE 
15-27  (Washington,  D.C.:  Urban  Inst.,  2001). 

2.  Lnstitlte  on  T.\x.\tion  &  Econoxuc  Policy,  Who  P.\ys? 
A  DisTRiBLmoN.u  An,\lysis  of  the  Tax  Syste.ms  in  All  50  States 
(2d  ed.,  Washington,  D.C.:  the  Institute,  Jan.  2003),  available  at 
w\\T,\-.cti.org/itep/\vhopa)s.htm. 

3.  The  data  are  from  U.S.  Census  Bureau,  Government  Finance 
Series,  available  at  \\-\\-w.census.gov/govs/\\^\'\v/estimate.html, 
and  U.S.  Department  of  Commerce,  Bureau  of  Economic  Analysis, 
available  at  \\-i\^v.bea.gov.  In  fiscal  year  1999-2000,  North  Caro- 
lina ranked  nvent\'-first  in  Charges  (for  example,  higher  education 
tuition  and  public  hospital  fees)  and  Miscellaneous  revenue  (for 
example,  interest  earnings)  as  a  percentage  of  total  personal  income, 
twenty-fourth  in  Charges  and  Miscellaneous  revenue  per  capita. 

4.  New  Datj  Show  North  Carolina  not  a  "High  Tax"  State, 
BTC  Reports  (published  by  the  N.C.  Budget  and  Tax  Center), 
Jan.  2003,  available  at  ww\v.nciustice.org/btc/2003reports/03_ 
jan_lRpt.pdf. 

5.  Institlte  on  Tax.ation  &  Econo.nuc  Polici,  Who  P.«  s? 
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Can  Public  Employers  Eliminate 
or  Reduce  Health  Benefits? 

Diane  M.  Jitffras 


For  most  employers,  personnel 
costs  represent  a  substantial  and 
increasing  share  of  the  budget. 
What  employer  hasn't  "gulped"  at  the 
escalating  costs  of  health  insurance? 
What  employer  hasn't  seriously  con- 
sidered either  reducing  health  benefits 
or  reducing  other  benefits  to  offset  the 
increased  cost  of  health  insurance? 

Many  public  employers  assume  that 
because  private  employers  may  reduce 
the  health  benefits  of  retirees,  they  too 
may  do  so.  That  assumption  is  erroneous 
because  public-sector  employee  benefits 
are  subject  to  different  laws  than  private- 
sector  employee  benefits.  Public  em- 
ployers should  carefully  review  the  terms 
under  which  they  ha\e  offered  health 
and  other  benefits  to  past  and  present 
employees  before  they  make  any  changes 
to  their  benefits  policies.  The  experience 
of  public  employers  in  other  states  sug- 
gests that  if  they  fail  to  do  so,  at  least 
some  of  them  are  likely  to  be  sued  and 
to  face  significant  liabilities — liabilities 
of  the  kind  that  they  attempted  to  elimi- 
nate from  their  budgets  in  the  first  place.' 

The  Different  Laws 
Governing  Private  and  Public 
Employee  Benefits 

Private  employers'  retirement  and  wel- 
fare benefits  plans  (of  which  health 
insurance  is  one  example)  are  go\erned 
by  the  Employee  Retirement  Income 
Securit)-  Act  of  I9-4  (ERISA).-  ERISA 
sets  minimum  standards  for  the  admin- 
istration and  funding  of  private-sector 

The  jiitl.'or  is  ,1  ic/.'uo/  of  Liuicniiucnt 
faculty  lueuiher.  specializi'ig  in  public 
employment  law.  Contact  her  ar  Juffras 
@iogmail. iog.unc.edu. 
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pension  plans  and  for 
the  information  that 
must  be  provided  to 
private-sector  employ- 
ees participating  in 
employer-sponsored 
pension  and  welfare 
benefits  plans.  It  also 
establishes  fiduciary 
duties  tor  those  in- 
volved in  administering 
pension  and  welfare 
benefit  plans. 

Government  pension 
and  welfare  benefits 
plans  are  not  subject  to 
ERISA.  Instead,  they 
are  governed  by  state 
contract  law.  In  North 
Carolina  that  law 
appears  to  be  more 
protective  of  retirees' 
expectations  than 
ERISA  is.  So  how  and 
when  may  a  North 
Carolina  public  employer  reduce  the 
health  benefits  of  employees  and 
retirees?  This  article  uses  a  hypothetical 
case  featuring  an  imaginary  North 
Carolina  cir\-  to  discuss  the  legal  issues 
that  North  Carolina  public  employers 
should  take  into  account  in  attempting 
to  control  the  costs  of  health  benefits 
for  both  current  employees  and  retirees. 

Trouble  in  Paradise 

Paradise,  North  Carolina,  is  a  medium- 
sized  cir.'  with  a  population  of  about 
40,000.  Like  many  North  Carolina  jur- 
isdictions. It  is  struggling  to  balance  its 
budget.  The  cit)-  council  has  concluded 
that  it  must  reduce  the  costs  of  employee 
compensation.  It  has  considered  and 


What  employer  hasn't 
seriously  considered  either 
reducing  health  benefits 
or  reducing  other  benefits 
to  offset  the  increased  cost 
of  health  insurance? 


rejected  both  across-the- 
board  pay  cuts  and  a 
salary  freeze,  believing 
that  such  actions  would 
seriously  harm  employee 
morale  and  hurt  current 
recruiting  efforts.  In- 
stead, the  council  has 
decided  to  reduce  health 
benefits  for  both  current 
employees  and  retirees. 

Paradise  has  a 
personnel  ordinance 
that  provides  for  health 
insurance  coverage 
of  current  employees 
and  their  families.  The 
city  pays  the  full  cost  of 
the  employees'  pre- 
miums and  half  of  the 
cost  of  the  premiums 
for  the  employees' 
spouses  and  dependents. 
The  employees  pa\-  the 
other  half. 
The  personnel  ordinance  also  pro- 
vides for  continued  coverage,  at  no  cost, 
of  employees  who  have  D.venr\-  years  of 
service  with  the  cir\'  at  the  time  of  their 
retirement.  Retirees  may  continue  cov- 
erage of  spouses  and  dependents  by 
paying  the  full  cost  of  the  premiums 
themselves.  Once  a  retiree  reaches  age 
sixr\-five  and  qualifies  for  Medicare, 
coverage  under  the  cir\''s  plan  ceases. 
The  ordinance  does  not  specif}-  a  partic- 
ular health  insurance  plan  or  a  particular 
set  of  benefits  in  the  case  of  either 
current  employees  or  retirees. 

The  cin.'  council  asks  the  manager  to 
suggest  the  best  way  to  reduce  health  in- 
surance costs.  The  manager  makes  two 
proposals:  first,  eliminate  retiree  health 
benefits  for  current  employees  who  have 
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not  yet  retired;  and  second,  require  cur- 
rent retirees  to  pay  half  of  the  cost  of 
their  premiums.  This  proposal  seems 
reasonable  to  the  council,  so  both  coun- 
cil members  and  the  manager  are  caught 
up  short  when  the  city  attorney  expresses 
serious  reservations  about  whether  such 
changes  are  legal. 

Elimination  of  Retiree  Benefits 

Does  North  Carolina  law  permit  a  gov- 
ernment employer  to  eliminate  or  reduce 
retiree  health  benefits.'  That  question 


(TSERS)  and  the  Local  Government  Em- 
ployees' Retirement  System  (LGERS).' 
The  Bailey  case  is,  at  its  heart,  an  em- 
ployment contract  case.  The  principles  on 
which  it  was  decided  are  directly  applic- 
able to  when  and  how  a  public  employer 
like  Paradise  can  change  its  retiree  health 
benefits  plan.  Paradise  is  limited  in  the 
changes  it  may  make,  despite  the  fact 
that  public  employers  are  not  required 
to  offer  health  insurance  to  their  current 
or  retired  employees  in  the  first  place. ^ 
Every  employee  has  an  employment 


earned  in  the  present,  but  payment  is 
deferred  to  a  later  date.  The  court  in  the 
Bailey  case  reaffirmed  this  long-standing 
rule  in  holding  that  the  state  had  made  a 
legally  enforceable  promise  to  state  and 
local  government  employees  to  exempt 
their  retirement  income  in  its  entirety 
from  state  income  tax.  The  employees 
had  worked  in  government  service  with 
the  understanding  that  ( 1 )  part  of  their 
compensation  would  be  paid  after 
retirement  and  (2)  the  amount  of  their 
deferred  compensation  would  not  be 


Health  benefits  are 

critically  important  to 

many  retirees.  'Without 

benefits,  some  may  have 

to  choose  between 

medication  and  food. 


has  never  been  directly  addressed  by  any 
North  Carolina  state  or  federal  appel- 
late court.  The  city  attorney's  hesitation 
is  based  on  the  North  Carolina  Supreme 
Court's  decision  in  Bailey  v.  State  of 
North  Carolina,  which  limits  the  right 
of  the  state,  as  a  government  employer, 
to  change  the  terms  governing  payment 
of  retirement  benefits  under  the  Teachers' 
and  State  Employees'  Retirement  System 


contract,  the  city  attorney  explains  to 
the  Paradise  council  and  manager.  The 
contract  is  usually  oral,  not  written,  and 
its  terms  often  are  merely  implied  rather 
than  expressly  stated.-'  Most  employ- 
ment contracts  e.xpressly  cover  only  the 
employee's  duties,  hours  of  work,  and 
compensation.  In  North  Carolina  (as  in 
most  other  states),  retirement  benefits 
are  a  form  of  compensation.  They  are 


diminished  by  the  imposition  of  the 
state  income  tax.  The  state  tried  to  cap 
the  amount  exempted  from  tax.  The 
North  Carolina  Supreme  Court  held 
that  to  do  so  would  deprive  those 
employees  of  compensation  that  they 
already  had  earned.''  As  the  court  said, 

A  public  employee  has  a  right  to 
expect  that  the  retirement  rights 
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bargamed  for  in  exchange  for  his 
loyalty  and  continued  services,  and 
continually  promised  him  over 
many  years,  will  not  be  removed  or 
dnunusbed. 

In  rhc  Liw  ot  contracts,  this  expectation, 
along  with  wages  and  other  benefits,  is 
relerred  to  as  "consideration"  for  the 
services  an  employee  renders.  Consider- 
ation is  necessary  for  a  contract  to  be 
binding. 

Retirement  benefits  therefore  are  not 
gratuities,  or  "freebies,"  as  the  city 
attorney  puts  it  more  colloquially. 
Earlier,  in  Faiilkenberry  v.  Teachers  and 
State  Employees  Retirement  System  of 
North  Carolina,  a  case  dealing  with 
disabilit)-  retirement  payments,  the  state 
had  argued  that  retirement  benefits 
were  gratuities,  but  the  North  C^arolina 
Supreme  Court  held  that  they  were  not.- 
This  is  an  important  point.  The  North 
Carolina  Constitution  prohibits  the 
state  and  its  political  subdivisions  from 
paying  any  person  any  mone\'  whatso- 
ever except  in  payment  for  public  ser- 
vices." However,  as  the  court  explained, 
because  retirement  income  benefits  are 
not  gifts  or  gratuities  but  a  form  of  de- 
ferred compensation  for  which  employer 
and  employee  have  bargained  and  to 
which  both  have  agreed,  pa\ment  of 
those  benefits  does  not  violate  the  state 
constitution. 

No  North  Carolina  cases  offer  a  basis 
for  distinguishing  retiree  health  benefits 
from  pension  payments,  and  courts  in 
other  jurisdictions  that  have  considered 
the  question  have  generally  concluded 
that  retiree  health  benefits  are  deferred 
compensation.'"  So  the  North  Carolina 
courts  would  likely  hold  that  under  the 
Bailey  case,  the  health  benefits  that 
Paradise  has  provided  for  its  retirees  are 
a  form  of  deferred  compensation. 

Reduction  of  Benefits  Previously 
Promised 

The  city  attorney's  explanation  of  the 
Bailey  case  doesn't  entirely  answer  the 
Paradise  City  Council's  and  manager's 
question.  They  now  rephrase  it  as 
follows:  "Okay,  we  owe  our  retirees 
their  health  benefits  because  they  are  a 
form  of  deferred  compensation.  But  do 
we  owe  retiree  health  benefits  to  our 
current  employees  who  have  worked  for 


the  city  for  the  minimum  twenty-year 
period  but  not  yet  retired.-'  And  may  we 
require  our  current  retirees  at  least  to 
pay  half  of  the  premium?  After  all,  when 
the  ordinance  was  adopted,  no  one  ex- 
pected health  insurance  costs  to  increase 
as  much  as  they  have,  and  the  retirees 
will  still  be  getting  health  benefits, 
which  is  what  they  bargained  for." 

The  Concept  of  Vested  Benefits 

It  is  eas\'  to  understand  how  employers 
owe  employees  who  already  have  re- 
tired, that  part  of  their  compensation 
represented  by  pension  and  health  in- 
surance benefits.  But  what  about  em- 
ployees with  five,  ten,  or  twenty  years' 
service  who  have  not  yet  retired  but 
have  worked  and  continue  to  work  in 
expectation  of  retirement  health  bene- 
fits? Do  their  employers  owe  them 
anything?  How  does  one  quantify  what 
they  are  owed?  Employers  may  raise 
and  lower  the  salaries  of  current  em- 
ployees. Why  can't  they  make  changes 
to  prospective  retirement  benefits? 

From  the  perspective  of  a  mid-career 
government  employee,  however,  such 
changes  do  not  seem  fair.  Imagine  such 
an  employee's  learning  on  Wednesday 
that  her  rate  of  pay  is  being  cut  and 
that  her  paycheck  for  the  entire  week — 
that  IS,  for  work  done  on  Monday  and 
Tuesday,  as  well  as  for  work  done  Wed- 
nesday through  Frida\' — is  being  calcu- 
lated at  the  new,  reduced  rate.  Changing 
retirement  benefits  for  employees  al- 
read\'  in  the  workforce  is  a  little  like  that. 

In  North  Carolina  the  law  protects 
the  expectations  of  empknees  in  their 
retirement  benefits  through  the  concept 
of  vested  rights.  "Vesting"  occurs  when 
an  employee  has  fulfilled  all  the  pre- 
requisites to  enjoyment  of  a  benefit.  For 
example,  by  statute,  employees  partici- 
pating m  both  TSERS  and  LGERS  must 
complete  a  minimum  of  five  years  of 
government  service  before  the\'  are  eli- 
gible to  receive  retirement  payments. 
On  the  date  on  which  the  employee 
completes  five  years  of  service,  his  or 
her  right  to  retirement  benefits  vests.  In 
Bailey  and  earlier  cases  involving  retire- 
ment payments,  the  state  argued  that 
employees  had  no  contractual  right  to 
particular  service  or  disability  retirement 
benefits  until  they  actually  retired  or 
became  disabled.  The  courts  disagreed. 


holding  that  employees  have  a  contract- 
ual right  to  rely  on  the  terms  of  the 
retirement  plans  as  the  terms  exist  at  the 
moment  their  retirement  rights  vest.^^  In 
the  Bailey  case,  the  court  found  that  the 
state  could  have  capped  the  state  income 
tax  exemption  for  state  and  local  gov- 
ernment employees  who  had  not  yet 
vested  in  their  respective  retirement  sys- 
tems, but  that  it  could  not  do  so  for 
employees  who  had  satisfied  the  mini- 
mum service  requirement  but  not  yet 
retired. '- 

Thus  the  cit\'  attorney's  response  to 
the  council  members  and  manager  is  that 
Paradise  may  not  eliminate  its  retiree 
health  benefits  for  employees  who  have 
met  the  rwenty-year  vesting  requirement 
because  they  have  an  enforceable  con- 
tract right  to  those  benefits.  However, 
Paradise  is  apparently  free  to  eliminate 
the  benefits  for  both  new  hires  and 
current  employees  with  less  than  twenty 
years  of  service  (that  is,  employees  who 
have  not  yet  vested).'" 

The  Right  to  a  Particular  Health 
Insurance  Plan 

One  of  the  city  council  members  ob- 
jects. He  argues,  not  unreasonably,  that 
the  city  never  intended  to  enter  into  a 
contract  with  any  employee  to  provide 
retiree  health  benefits.  Further,  because 
the  retiree  health  insurance  plan  is  part 
of  the  cit\''s  personnel  ordinance,  the 
council  should  be  able  to  amend  it  like 
an)-  other  part  of  the  ordinance,  provided 
that  proper  procedures  are  followed. 
Even  if  the  retiree  health  provision  of 
the  ordinance  is  a  contract,  the  council 
member  continues.  Paradise,  as  a  gov- 
ernment entit}-,  may  breach  the  contract 
as  long  as  it  does  so  for  the  public  good. 
In  the  council  member's  opinion,  saving 
the  city  money  so  that  it  can  maintain 
services  without  raising  taxes  is  clearly 
for  the  public  good. 

The  Bailey  case  directly  addresses 
these  issues  too,  the  city  attorney  ex- 
plains. The  court  in  that  case  held  that 
laws  can  act  as  contracts.  When  a 
statutory  provision  becomes  the  basis 
for  an  individual's  decision  to  act  (in 
this  instance,  to  work  for  the  govern- 
ment employer),  the  statutory  provision 
becomes  part  of  a  contract  between  the 
government  and  the  individual.  Even  if 
the  statute  is  repealed  or  amended,  the 
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contract  remains  good  and  enforceable.'"* 
As  the  North  Carolina  Supreme  Court 
said  earlier,  in  a  decision  addressing  the 
right  of  the  state  to  make  changes  in  the 
way  disabilit}'  retirement  benefits  were 
calculated. 

At  the  time  the  plaintiffs'  rights  to 
pensions  became  vested,  the  law 
provided  that  they  would  have  dis- 
ability  retirement  benefits  caladated  in 
a  certam  way.  These  ivere  rights  they 
had  earned  and  that  may  not  he  taken 
from  them  by  legislative  action  .  .  .  We 
believe  that  a  better  analysis  is  that  at 
the  time  the  plaintiffs  started  working 
for  the  state  or  local  government,  the 
statutes  provided  what  the  plaintiff's 
compensation  in  the  U'ay  of  retnx'ment 
benefits  would  be.  The  plaintiffs 
accepted  these  offers  when  they  took 
the  fobs.  This  created  a  contract.'^ 

Justifiable  Impairments  of  Contracts 

As  for  the  council  member's  observation 
that  a  local  government  may  breach  a 
contract  for  an  important  public  pur- 


pose, the  cir\-  attorney  responds  that  it  is 
an  oversimplification.  Article  I,  Section 
10,  of  the  U.S.  Constitution,  the  "Con- 
tract Clause,"  says,  "No  state  shall .  .  . 
pass  any  .  .  .  law  impairing  the  Obliga- 
tion of  Contracts."  This  clause  is  applic- 
able not  only  to  state  governments  but 
also  to  local  governments  and  other 
political  subdivisions  of  the  state.'"  It  is 
not,  however,  an  absolute  prohibition. 
The  U.S.  Supreme  Court  has  held  that  a 
state  may  pass  legislation  or  take  other 
official  action  that  impairs  its  contracts 
without  violating  the  Contract  Clause, 
when  it  does  so  to  protect  the  general 
welfare  of  its  citizens  and  when  the  im- 
pairment is  "reasonable  and  necessary 
to  serve  an  important  public  purpose."'' 
Thus  not  every  impairment  violates  the 
Contract  Clause.  As  with  ordinary 
breaches  of  contract,  when  a  state  takes 
an  action  that  impairs  its  contracts,  the 
impairment,  like  a  breach,  must  be 
substantial.'^  Minimal  impairments,  or 
actions  that  effect  changes  incidental  to 
the  basic  contract,  will  not  violate  the 
Contract  Clause.'" 


There  are  two  additional  questions, 
then,  about  Paradise's  plan  to  eliminate 
retiree  health  benefits  for  current  em- 
plo}'ees  who  have  a  vested  and  enforce- 
able contractual  right  to  them  but  have 
not  yet  retired.  The  first  question  is 
whether  their  elimination  would  be  a 
substantial  impairment  of  the  cir\''s  con- 
tract with  affected  employees.  The  an- 
swer is  undoubtedly  yes.  The  Bailey  case 
establishes  that  the  extent  of  the  impair- 
ment is  to  be  determined  by  the  overall 
impact  of  the  change  in  the  law  and  the 
estimated  loss  of  expected  benefits  to 
retirees  in  the  aggregate,  rather  than  by 
the  change's  impact  on  individuals.-" 
Premium  payments  of  several  thousand 
dollars  per  retiree  per  year,  multiplied 
by  even  a  small  number  of  eligible  re- 
tirees and  by,  for  example,  an  average  of 
five  years  of  payment  before  Medicare 
eligibilit)-,  add  up  to  a  significant  amount 
fairly  quickly. 

E\'en  if  the  court  considered  the  im- 
pact of  the  change  on  individuals,  rather 
than  in  the  aggregate,  the  argument  that 
the  impairment  would  be  substantial  is 
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strong.-'  For  a  retiree  on  a  fixed  income, 
a  few  thousand  dollars  can  determine 
whether  he  or  she  can  meet  a  mortgage 
payment,  put  enough  food  on  the  table, 
or  heat  the  house  during  the  winter.  As  a 
court  in  another  jurisdiction  commented 
in  a  case  that  inxolved  a  municipalit\'s 
attempt  to  terminate  the  retiree  health 
benefits  promised  in  a  collective  bar- 
gaining agreement, 

An  economic  consideration  that 
cannot  be  swept  under  the  rug  is  that 
many  retirees  live  solely  on  their  re- 
tirement benefits.  Retirees  with  fixed 
incomes  are  generally  ill-prepared  to 
meet  additional  financial  obligations 
that  were  unanticipated  and  that 
may  be  incrementally  modified  with- 
out notice.-- 

Indeed,  research  for  this  article  has  found 
no  cases  involving  an  attempt  by  a  pub- 
lic employer  or  a  government  retirement 
plan  to  reduce  either  retirement  income 
or  health  benefits,  in  which  the  court  has 
found  the  impact  not  to  be  substantial.'' 

The  second  question  to  ask  about 
Paradise's  plan  is  whether  it  is  "reason- 
able and  necessary  to  serve  an  important 
public  purpose."  If  so,  it  will  not  violate 
the  Contract  Clause,  the  city  attorney 
advises  the  council.  The  council  mem- 
bers argue,  "Doesn't  the  elimination  of 
Paradise's  retiree  health  benefit  plan 
serve  an  important  public  purpose  if  it 
allows  the  cin-  to  maintain  programs  and 
services  at  current  levels  and  obviates 
the  need  for  layoffs,  salary  freezes,  or 
tax  hikes?" 

"Probably  not,"  says  the  city  attor- 
ney. Or  perhaps  more  accurately,  he 
continues,  eliminating  retiree  health 
benefits  may  serve  an  important  public 
purpose  in  the  context  of  a  cit\-  budget 
stretched  to  the  limits,  but  the  courts  are 
unlikely  to  find  it  "necessary." 

Although  courts  determine  whether 
an  impairment  of  a  contract  is  reason- 
able and  necessary  to  serve  an  impor- 
tant public  purpose  on  a  case-by-case 
basis.  North  Carolina  case  law  suggests 
that  "reasonable  and  necessary"  is 
a  difficult  standard  to  meet.  Both  the 
U.S.  Supreme  Court  and  the  North 
Carolina  Supreme  Court  have  rejected 
the  notion  that  the  courts  should  defer 
to  a  legislature's  or  governing  board's 
assessment  of  what  is  reasonable  and 


necessary,  noting  that  the  legislative 
body  has  an  inherent  conflict  of  interest 
in  making  this  determination.'"*  As  the 
U.S.  Supreme  Court  observed, 

[Aj  governmental  entity  can  always 
find  a  use  for  extra  money,  especially 
when  taxes  do  not  have  to  be  raised. 
If  a  State  could  reduce  its  financial 
obligations  whenever  it  wanted  to 
spend  the  money  for  what  it  re- 
garded as  an  important  public  pur- 
pose, the  Contract  Clause  would 
provide  no  protection  at  all.-^ 

In  the  Faulkenberry  case,  the  first  on 
this  issue  that  the  North  Carolina  Su- 
preme Court  decided,      i 

the  state  argued  that  a 
change  in  the  method 
of  calculating  disability 
retirement  payments 
served  the  important 
purpose  of  encouraging 
people  to  remain  em- 
ployed even  after  they 
incurred  a  disabilm*. 
The  old  method  of 
calculating  payments, 
the  state  claimed,  en- 
couraged employees  to 
take  disability  retire- 
ment.-'' The  North  

Carolina  Supreme  Court  gave  short 
shrift  to  this  argument,  noting  with 
impatience. 

We  do  not  believe  that  just  because 
the  pension  plan  has  developed  in 
some  ivays  that  were  not  anticipated 
when  the  contract  was  made,  the 
state  or  local  government  is  justified 
in  abrogatmg  it.  This  is  not  the 
important  public  purpose  envisioned 
which  justified  the  impairment  of  a 
contract.-' 

In  the  Bailey  case,  the  court  deemed 
the  General  Assembly's  "revenue  neu- 
tral" approach  to  equahzing  the  state 
income  tax  exception  for  state  and  local 
government  retirees  with  that  for 
federal  retirees  as  no  more  than  a  "leg- 
islative convenience"  that  would  allow 
It  to  avoid  having  to  cut  programs  or 
raise  taxes.  Legislative  convenience,  the 
court  said,  is  "not  synonymous  with 
reasonableness."-*'  The  court  thus  sig- 


The  court  thus  signaled 
that  attempts  to  balance 
government  budgets  at 
the  expense  of  retirees 
will  face  close  scrutiny 
and  will  likely  be  found 
"reasonable  and  necessary" 
only  when  there  are  no 
other  alternatives. 


naled  that  attempts  to  balance  govern- 
ment budgets  at  the  expense  of  retirees 
will  face  close  scrutiny  and  will  likely  be 
found  "reasonable  and  necessary"  only 
when  there  are  no  other  alternatives. 

In  Paradise  the  council  rejected  lay- 
offs and  salary  freezes  and  did  not  dis- 
cuss either  cutting  programs  or  raising 
taxes  as  a  way  of  offsetting  its  increased 
health  insurance  costs.  Council  members 
ask,  "Would  it  have  made  a  difference  if 
we  had  implemented  some  or  all  of  these 
measures  but  still  found  it  difficult  to 
absorb  the  cost  of  health  benefits?" 

"Possibly,"  replies  the  city  attorney. 
He  explains.  When  Baltimore,  Mary- 
land, reduced  the  annual  salaries  of  its 
employees  by  a  little 
less  than  1  percent,  the 
city's  teachers  and  po- 
lice officers  sued, 
claiming  that  the  reduc- 
tion was  an  imper- 
missible impairment  of 
their  collective  bargain- 
ing agreements  and 
their  individual  em- 
ployment contracts. 
In  Baltimore  Teachers 
Union  v.  Mayor  and 
City  Council  of  Balti- 
more, the  Fourth  Cir- 
cuit Court  of  Appeals 
(the  federal  appeals  court  whose 
jurisdiction  includes  both  Maryland  and 
North  Carolina)  agreed  that  the  salary 
reduction  was  a  substantial  impairment 
of  the  teachers'  and  police  officers'  con- 
tracts but  found  that  it  was  nonetheless 
permissible  under  the  Contract  Clause 
as  reasonable  and  necessary  to  serve  an 
important  public  purpose.  Baltimore 
already  had  instituted  a  round  of  layoffs, 
eliminated  positions,  and  encouraged 
early  retirement.  It  also  had  sold  some 
cit)'  property,  dipped  into  its  general 
fund  balance,  and  delayed  going  to  the 
bond  market  in  an  effort  to  save  on  in- 
terest costs.  When  it  initiated  the  salary 
reductions,  it  did  so  in  response  to  a 
second  set  of  cuts  in  state  aid  that  were 
made  halfway  through  the  fiscal  year. 
The  court  accepted  the  city's  claim  that 
it  was  at  the  point  of  cutting  basic  ser- 
\ices  and  "initiating  the  breakdown  of 
government."  Also  important  to  the 
court's  analysis  was  the  temporar\-  na- 
ture of  the  salary  reduction.  Baltimore,  in 
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Employee  Health  Benefits:  The  Law  in  Brief 


SERVICES 

PREFERRED 
PROVIDER 

NON-PREFERRED 
PROVIDER 

Deductible 

$300  per  calendar 
year  (maximum 
$900  pBf  family) 

$600  per  calendar 
year  (maximum  of 
$1,800  per  family) 

Out-of-Pocket 

$2,500  per  member 
$5,000  per  family 

$3,500  per  member 
$7,000  per  family 

Ufetlme  Maximum 

$2,000,000  per  member 

Preferred  Care  MuSt  pubHc 

Plan  1  Summary  of  Beriefits  employers 

TTie  benefits  described  In  this  booklet  tiave  been  designed  for  you  and 

your  covered  dependents.  The  basis  of  payment  will  be  detemiined  by  PfOViue  heolth 

the  provider  of  services  and  benefit  program  selected.  The  explanation  " 

below  wlil  outline  ttie  benefits.  bpnpflt^ 

to  employees? 

No.  There  is  no 
legal  requirement 
that  public  em- 
ployers provide 
health  benefits  to  their  employees.  Sections  160A-1 62(b) 
and  1 53A-92(b)  of  the  North  Carolina  General  Statutes 
authorize  cities  and  counties  respectively  to  offer  health 
insurance  and  other  benefits  to  their  employees  if  their 
governing  boards  so  choose. 

Why  do  public  employers  offer  health  benefits  if  they 
aren't  required  to  do  so? 

For  two  reasons.  First,  for  employees  it  is  a  valuable  form  of 
compensation.  Through  group  insurance  plans,  the  employer 
can  make  health  insurance  available  to  employees  at  a  more 
affordable  rate  than  the  employees  could  find  on  their  own. 
Second,  because  it  is  common  for  private-sector  employers 
to  provide  health  insurance  benefits,  public  employers  must 
do  so  to  remain  competitive  in  the  labor  market. 

May  public  employers  offer  to  pay  some  or  all  of  the  cost 
of  their  employees' health  insurance  after  they  retire? 

Yes.  Payment  of  retirees'  health  insurance  premiums  is 
considered  a  form  of  deferred  compensation — that  is, 
payment  made  after  retirement  for  services  the  retirees 
provided  before  retirement. 

If  a  public  employer  has  promised  to  pay  all  or  some  of  the 
cost  of  health  insurance  premiums  for  its  retirees,  may  it 
change  its  mind  and  cease  paying  premium  costs? 

Probably  not.  When  the  employer  told  employees  before 
they  retired  that  it  would  pay  a  certain  level  of  the  premium 
costs  after  retirement,  it  entered  into  a  contract  with  the 
employees  (even  though  the  contract  did  not  take  the  form 
of  an  actual  contract  document).  Generally  speaking,  the 
government  cannot  disavow  such  a  contractual  obligation. 
To  do  so  would  be  an  "impairment  of  contract"  that  violates 
the  U.S.  Constitution. 

/Woy  a  public  employer  reduce  the  amount  of  the  premium 
contribution  it  makes  for  retired  employees? 

Probably  not,  for  the  same  reasons. 

How  about  employees  who  have  not  yet  retired  but  have 
"vested,  "or  fulfilled  a  minimum  service  requirement  to 
qualify  for  employer-paid  retiree  health  benefits?  Can  a 
public  employer  eliminate  or  reduce  its  premium 
contributions  on  their  behalf? 
Again,  probably  not.  The  contract  to  provide  retirement 
health  benefits  is  formed  when  the  employee  vests,  not 
when  the  employee  actually  retires. 


t\/lay  public  employers  reduce  the  coverage  provided 
to  retirees  under  the  health  insurance  plan  as  long 
as  they  continue  to  pay  the  promised  part  of  the  health 
insurance  premium  ?  Can  they  increase  deductibles  or 
require  co-payments? 

This  is  an  open  question  right  now.  The  North  Carolina 
courts  have  not  yet  addressed  the  issue.  One  possibility  is 
that  the  courts  would  say  that  as  long  as  the  public 
employer  meets  its  obligation  to  pay  its  promised  share  of 
the  premium,  it  may  reduce  coverage.  More  likely  the 
courts  would  say  that  the  coverage  does  not  have  to  stay 
exactly  the  same  but  that  the  overall  benefit  to  the 
employee  does.  That  is,  if  there  is  an  increased  deductible  or 
co-payment  (a  disadvantage  to  the  employee),  it  must  be 
offset  by  some  corresponding  advantage  (increased 
coverage  of  certain  conditions,  for  example). 

Are  public  employers  forever  locked  in  to  promises  made 
to  employees  in  better  economic  times? 

Only  with  respect  to  current  retirees  and  current  employees 
who  have  vested  in  the  retiree  health  benefit.  Public 
employers  may  give  notice  now  to  new  employees  or 
current  employees  who  have  not  yet  vested  that  they  will 
receive  different  health  benefits  in  retirement. 

What  about  current  employees?  May  a  public 
employer  reduce  the  amount  it  pays  toward  a  current 
employee's  health  insurance  premium  or  reduce  the 
coverage  provided? 

Yes.  The  employer  may  change  these  whenever  it  sees  the 
need,  provided  that  it  gives  adequate  notice  of  the  change. 

Why  is  the  law  that  governs  changes  in  health  insurance 
benefits  different  for  retirees  and  current  employees? 

Because  current  coverage  for  current  employees  is  not  de- 
ferred compensation.  It  is  not  the  promise  of  doing  some- 
thing in  the  future  in  return  for  work  done  today.  Current 
coverage  for  current  employees  is  current  compensation  for 
current  work.  Generally  speaking,  employers,  including 
public  employers,  can  increase  or  decrease  the  compensa- 
tion of  their  employees  at  their  discretion. 

In  short,  what  are  public  employers  to  do? 

Public  employers  should  continue  to  fulfill  the  promises  that 
they  have  made  to  retirees  and  currently  vested  employees 
to  provide  health  benefits  in  retirement.  These  have  become 
contractual  commitments.  For  the  future,  public  employers 
might  wish  to  consider  the  extent  to  which  they  want  to 
commit  themselves  to  providing  retiree  health  benefits. 
They  must  balance  fairness  to  employees  and  the  needs  of 
recruitment  and  retention  against  an  uncertain, 
unmeasurable  future  liability. 
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fact,  discontinued  the  salary  reduction 
once  it  became  clear  that  the  budget 
shortfall  would  not  be  as  dire  as 
expected.-" 

The  decisions  in  the  Bailey  and  Bjlti- 
more  Teachers  Union  cases  may  appear 
to  be  inconsistent,  the  city  attorney 
notes,  but  they  are  not.''^  In  the  Bailey 
case,  the  North  Carolina  Supreme  Court 
emphasized  the  potential  for  state  and 
local  governments  to  avoid  making  hard 
choices  by  declaring  impairment  of  their 

contracts  necessary  for     

an  important  public 
purpose.  In  the  Balti- 
more Teachers  Union 
case,  the  Fourth  Circuit 
Court  of  Appeals  noted 
that  it  could  always  be 
said  that  a  city  could 
have  shifted  the  burden 
from  another  govern- 
ment program  or  could 
have  raised  taxes,  in 
which  case  no  impair- 
ment of  a  government 
contract  could  ever  be 
found  necessary  for  an 
important  public  pur- 
pose.'' Read  together, 
the  decisions  in  the 
Bailey  and  Baltimore 
Teachers  Union  cases 
highlight  the  case-by- 
case  approach  that  the 
courts  take  in  deciding 
this  issue  and  the  stringent  standard  of 
financial  necessity  that  a  jurisdiction 
seeking  to  impair  its  employment  con- 
tracts must  meet.  That  Paradise  may  not 
eliminate  its  retiree  health  insurance 
program  for  vested  employees  does  not 
mean  that  no  jurisdiction  may  ever  do  so. 

Understanding  why  it  may  not  elimi- 
nate its  retiree  health  benefits  except  for 
new  hires  and  for  those  who  have  not 
yet  vested  in  the  benefits,  the  Paradise 
Cit)'  Council  also  realizes  that  it  may 
not  require  current  retirees  to  contribute 
to  their  premiums:  the  retirees  were 
promised  health  insurance  until  age 
sixty-five  at  no  cost  to  themselves,  and 
the  decision  in  the  Bailey  case  savs  that 
emplo\ees  have  contractual  rights  to  the 
terms  of  their  retirement  plans  as  those 
terms  existed  at  the  moment  that  the 
employees"  rights  vested.'-  To  require  a 
50  percent — or  any — premium  contri- 


It  is  hard  to  see  the  basis 
on  which  a  court  might 
distinguish  retiree  health 
benefits  from  pension 
payments  and  find  that 
the  vested  rights  approach 
does  not  apply. The  cost 
ofan  individual  health 
insurance  policy  for  some- 
one of  retirement  age  is 
beyond  the  reach  of  many 
retirees,  and  for  some,  the 
retiree  health  benefit  is 
worth  more  than  the  re- 
tirement income  benefit. 


bution  would  be  to  change  the  terms  of 
the  employment-compensation  agree- 
ment. The  impairment-of-contract  an- 
alysis would  be  almost  identical  to  the 
one  the  city  attorney  did  with  respect  to 
the  elimination  of  the  retiree  health  ben- 
efit plan  for  vested  current  employees. 

Change  in  the  Coverage 
but  Not  the  Cost 

One  of  the  Paradise  council  members 
has  another  question:  "Can  we  offer  a 
less  generous  package 
of  health  benefits  to  re- 
tirees? What  I  mean  is, 
can  we  replace  the  cur- 
rent plan  with  one  that 
seeks  to  control  use  of 
medical  care  more 
closely  so  as  to  reduce 
costs,  with  savings 
passed  on  to  us  in  the 
form  of  less  expensive 
premiums?  We  could 
look  for  a  plan  with 
higher  co-pa\'ments  or 
co-insurance,  that  omits 
coverage  of  experimen- 
tal procedures  and  re- 
quires prior  approvals 
for  a  greater  number  of 
accepted  procedures  and 
for  use  of  nongeneric 
drugs." 

The  city  attorney 
sighs.  He  is  not  sure 
what  to  tell  council  members,  for  the 
North  Carolina  courts  have  never  ad- 
dressed this  issue.  "The  vested  rights 
approach  to  retirement  income  that  the 
North  Carolina  Supreme  Court  adopted 
in  the  Faiilkenberr\'  and  Bailey  cases,"  he 
says,  "doesn't  translate  well  when  you 
try  to  answer  this  particular  question." 
The  decisions  in  the  Bailey  and  Faiilken- 
berry  cases  and  in  Simpson  v.  Local 
Government  Employees  Retirement 
System  all  stand  for  the  proposition  that 
at  the  moment  of  vesting,  an  employee 
"locks  in"  to  the  terms  under  which  the 
benefit  is  being  offered  at  that  particular 
time.  That  makes  sense  for  a  pension — a 
cash  benefit,  established  by  a  formula. 
But  the  world  of  medicine  changes 
rapidly,  and  health  insurance  changes 
almost  equally  rapidly.  Locking  in  to  a 
specific  health  benefit  does  not  seem  de- 
sirable: new  conditions  and  new  treat- 


ments for  existing  conditions  may  not 
be  covered.  Neither  does  it  seem  prac- 
tical: either  the  health  insurance  product 
or  the  health  insurance  company  or 
both  may  not  exist  in  several  years' 
time,  or  the  company  may  cease  to 
write  health  insurance  policies  in  the 
relevant  market. 

Should  this  issue  reach  a  North  Car- 
olina appellate  court,  the  law  in  this  area 
might  go  one  of  two  ways.  The  court 
might  decide  that  the  vested  rights 
approach  does  not  apply  in  the  health 
benefits  context,  or  it  might  decide  that 
the  approach  does  apply  but  must  be 
modified  to  reflect  the  changing  nature 
of  health  insurance. 

Given  the  court's  reasoning  in  the 
Bailey  case,  it  is  hard  to  see  the  basis  on 
which  a  court  might  distinguish  retiree 
health  benefits  from  pension  payments 
and  find  that  the  vested  rights  approach 
does  not  apply.  The  cost  of  an  individual 
health  insurance  policy  for  someone  of 
retirement  age  is  beyond  the  reach  of 
many  retirees,  and  for  some,  the  retiree 
health  benefit  is  worth  more  than  the 
retirement  income  benefit.  The  court  in 
the  Bailey  case  recognized  the  impor- 
tance of  retirees'  expectational  interests, 
and  for  that  reason  it  seems  unlikely 
that  the  North  Carolina  courts  would 
reach  a  different  conclusion  with  respect 
to  vested  rights  in  health  insurance 
benefits  than  they  did  on  retirement 
income  benefits. 

Alternatively,  the  court  might  ex- 
tend the  rule  of  the  Bailey  case  and  the 
related  vested  rights  cases  to  health 
benefits.  But  in  recognition  of  the  prac- 
tical problem  posed  by  the  changing 
nature  of  health  insurance,  it  could  bor- 
row the  "disadvantages  v.  new  advan- 
tages" approach  adopted  by  California 
and  a  number  of  other  states  for  re- 
solving issues  such  as  this.  The  "Califor- 
nia Rule"  holds  that  even  when  pension 
rights  are  contractual,  they  may  be 
modified  by  a  legislature  when  doing  so 
is  necessary  and  reasonable.  The  singu- 
lar feature  of  this  approach  is  that  to  be 
reasonable,  any  disadvantages  effected 
b\-  the  changes  must  be  offset  by  com- 
parable new  advantages."'"' 

The  Alaska  Supreme  Court  applied 
the  California  Rule  to  the  question  of 
retiree  health  benefits  in  2003  in  Dun- 
can v.  Retired  Public  Employees  of 
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Alaska,  Inc.  The  Alaska  Constitution, 
like  a  number  of  other  state  constitu- 
tions,'"' explicitly  protects  the  accrued 
retirement  benefits  of  public  employees 
from  being  diminished  or  impaired.  The 
Alaska  courts  have  interpreted  this  pro- 
vision of  the  constitution  as  including 
retiree  health  benefits."'  Although  in 
Alaska,  the  right  to  benefits  vests  at  the 
moment  employment  begins,  there,  as 
in  California,  the  courts  allow  reason- 
able modifications  to  promised  benefits 
if  changes  that  result  in  disadvantages 
to  employees  are  accompanied  by  com- 
parable new  advantages.  In  assessing  the 
plaintiff  retirees'  challenge  to  changes  in 
their  health  benefits  package,  the  Alaska 
Supreme  Court  noted  that  one  reason 
the  U.S.  Congress  had  exempted  the 
health  insurance  plans  of  private-sector 


employers  from  ERISAs  vesting  require- 
ment was  that  the  cost  of  such  plans 
fluctuates  in  response  to  unpredictable 
variables.  In  contrast,  the  actuarial  de- 
cisions behind  the  fixed  annuities  offered 
by  pension  plans  are  based  on  fairly 
stable  data.'"" 

The  Alaska  Supreme  Court  concluded 
that  in  the  context  of  health  insurance, 
"the  natural  and  ordinary  meaning  of 
'benefits'" — that  is,  the  measure  of 
whether  retirees  are  getting  the  benefits 
for  which  they  contracted — is  the 
coverage  provided,  not  the  cost  to  the 
government  employer  of  providing  the 
insurance.  What  the  retirees  have,  the 
court  said,  is  a  vested  right  to  a  reason- 
able health  insurance  package,  "one 
which  is  in  keeping  with  the  mainstream 
of  such  packages,  as  they  are  negotiated 
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and  implemented  for  similarly  situated 
employees  over  time."'" 

Where  does  this  leave  the  Paradise 
City  Council?  The  city  attorney  feels 
comfortable  telling  council  members 
that  they  could  change  the  retiree  health 
benefits  package,  because,  in  fact,  they 
already  have  done  so  several  times  in 
the  last  twenty  years  and  because  the 
original  plans  in  which  several  em- 
ployees and  retirees  vested  are  no 
longer  even  offered  by  health  insurers. 
He  can  point  to  no  North  Carolina  case 
law  prohibiting  the  council  from  re- 
ducing the  substantive  benefits  offered. 
But  he  suggests  that  in  light  of  the  Cali- 
fornia Rule  and  the  Duncan  case,  the 
least  risky  and  perhaps  fairest  course  of 
action  is  to  give  retirees  the  same  cov- 
erage offered  to  cit\'  employees  currently 
on  the  payroll. 

Health  Benefits  as 
Current  Compensation 

The  council  now  asks  the  city  attorney 
whether  it  can  reduce  the  health  benefits 
the  city  provides  to  current  employees. 
"For  heaven's  sake,  we've  already 
changed  plans,  increased  co-payments, 
and  limited  the  network  of  doctors  from 
whom  they  may  seek  care,  all  within  the 
last  three  years!"  exclaims  one  council 
member.  The  council  member's  confu- 
sion and  exasperation  are  understand- 
able. The  cit\'  attorney  assures  the 
council  that  with  respect  to  current 
employees,  public  employers  can  almost 
certainly  change  health  plans,  ask  em- 
ployees to  share  the  cost  of  premiums, 
or,  where  they  already  are  sharing  the 
cost,  ask  them  to  contribute  more. 
Benefits  may  be  reduced  in  scope,  prior 
approvals  may  be  required,  and  co- 
payments  may  be  added. 

What  accounts  for  the  different 
treatment  of  health  insurance  benefits  of 
current  employees  and  those  of  retirees? 
Health  insurance  benefits  are  universally 
regarded  as  a  form  of  current  compen- 
sation for  employees  who  still  are  on  the 
payroll.-'^  With  the  exception  of  employ- 
ment agreements  for  a  specific  term  (such 
as  those  that  cities  and  counties  fre- 
quently enter  into  with  their  managers), 
public  employers  are  generally  free  to 
increase  or  decrease  employee  compen- 
sation as  they  see  fit.  For  North  Carolina 
cities  and  counties,  the  authority  to  do 
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so  comes  from  the  General  Statutes." 
Public  employees  have  on  occasion  chal- 
lenged reductions  to  their  rate  of  pay  or 
to  other  forms  of  compensation,  but  the 
courts  have  routinely  rejected  the  notion 
that  a  public  employee  has  a  vested  right 
in  any  rate  or  method  of  compensation.* 

Although  a  health  benefit  may  be 
part  of  an  employee's  total  current  com- 
pensation, certain  rules  apply  to  benefits 
that  are  not  applicable  to  wages.  As 
public  employers  well 
know,  when  personnel 
policies  are  set  forth  in  a 
personnel  manual  or  a 
policy  enacted  by 
resolution  of  the 
governing  board,  no 
property  interest  either 
in  continued  employ- 
ment or  in  the  terms 
and  conditions  of 
employment  is  created. 
To  create  a  property" 
interest  in  employment, 
a  personnel  policy  must 

be  adopted  b\"  ordin-       

ance."*'  This  is  consistent  with  the  broader 
rule  adopted  by  the  North  Carolina 
courts,  applicable  to  both  public-  and 
private-sector  employment,  that  an  em- 
ployer's issuance  of  a  personnel  policy 
manual  or  handbook  for  employee  use 
does  not  create  an  implied  contract  of 
employment  incorporating  the  docu- 
ment's terms."*-  One  exception  to  this 
rule  is  rele\ant  in  this  context:  when  a 
handbook  or  a  manual  has  promised 
employees  certain  benefits,  the  promise 
is  enforceable,  and  the  employer  must 
provide  the  benefits  promised. "*" 

This  principle  does  not  mean  that 
employers  may  not  alter  or  eliminate  a 
benefit  promised  in  a  handbook.  Rather, 
it  means  that  employers  must  provide 
the  benefit  as  long  as  the  provision  and 
the  handbook  that  contains  it  remain 
in  effect. 

For  example,  an  employee  manual 
represented  that  certain  management 
employees  were  entitled  to  a  severance 
payment  if  their  employment  was  ter- 
minated without  cause.  The  court  ruled 
that  it  was  the  employer's  burden  to 
prove  that  it  had  eliminated  the  benefit 
and  communicated  the  change  to  em- 
ployees before  a  particular  plaintiff's 
termination."'"' 


To  position  themselves 
better  for  tiie  future,  public 
employers  should  take  a 
fresh  look  at  what  they 
want  to  offer  employees 
in  the  way  of  both  current 
and  retiree  health  benefits 
in  light  of  existing  and 
projected  resources. 


Similarh,  an  employer  promised  in 
its  handbook  that  employees  could 
maintain  coverage  under  the  employer's 
group  health  plan  in  the  event  that  they 
became  permanently  disabled  during 
their  employment.  The  court  ruled  that 
the  promise  was  enforceable  even  when 
changes  in  the  terms  of  the  group  health 
plan  made  the  cost  of  covering  a  dis- 
abled employee  much  more  expensive 
than  anticipated."'" 

Therefore,  when  a 
public  employer 
changes  some  aspect  of 
its  health  insurance 
benefit  for  current 
employees — for  ex- 
ample, the  contribution 
rate,  the  availabilin."  of 
coverage  for  spouses 
and  dependents,  or  the 
scope  of  benefits — it 
should  clearly  commu- 
nicate the  change  to  em- 
ployees. If  information 
about  the  benefit  is  con- 
tained in  an  employee 
handbook,  manual,  or  policy,  the 
employer  should  ensure  that  it  records 
the  change  there. 


Maintaining  the  Ability  to 
Change  Health  Benefits 

What  can  a  public  employer  do  to  main- 
tain flexibilit)'  in  providing  retiree  and 
employee  health  benefits?  The  North 
Carolina  cases  on  retirement  income 
benefits,  taken  with  cases  from  other 
jurisdictions  that  address  the  issue  of 
retiree  health  benefits,  suggest  that  pub- 
lic employers  should  continue  to  pro- 
\"ide  health  insurance  to  retirees  and  to 
current  employees  who  have  \ested  in 
the  benefit  on  the  same  terms  as  the}" 
have  previously  promised  to  do.  They 
also  should  maintain  the  same  premium 
contribution  rates  unless  they  have 
reserved  the  right  to  change  the  rates. 

As  for  the  provisions  of  the  plan 
Itself,  an  employer  is  unlikely  to  be  able 
indefinitely  to  offer  the  health  insurance 
plan  that  was  in  effect  at  the  time  of  an 
employee's  vesting.  It  therefore  should 
provide  retirees  with  a  plan  that  has 
generally  comparable  coverage  or,  at  a 
minimum,  that  offers  the  same  benefits 
pro\"ided  to  current  employees. 


To  position  themselves  better  for  the 
future,  public  employers  should  take  a 
fresh  look  at  what  they  want  to  offer 
employees  in  the  way  of  both  current 
and  retiree  health  benefits  in  light  of 
existing  and  projected  resources.  They 
then  should  undertake  a  comprehensive 
review  with  legal  counsel  of  all  the 
documents — policies,  resolutions,  ordi- 
nances, handbooks,  and  memoranda — 
that  set  forth  the  terms  under  which 
they  now  offer  health  benefits  to  current 
employees.  If  they  do  not  wish  to  make 
a  contractual  commitment  to  providing 
retiree  health  benefits  to  current  em- 
ployees when  they  retire,  they  must 
clearly  reserve  the  right  to  alter  or 
eliminate  the  benefits  in  the  appropri- 
ate documents. 

There  is  no  "right"  decision.  Some 
employers  may  view  a  promise  of  retiree 
health  benefits  as  an  important  tool  for 
recruitment  and  retention  and  make  an 
enforceable  promise  to  provide  them. 
Within  that  group,  some  may  reser\-e  the 
right  to  change  the  plan  or  to  ask  for  in- 
creased retiree  contributions  to  cover 
the  cost  of  the  premium.  Other  em- 
ployers may  simply  not  have  the  option 
of  firmly  committing  themselves  to  a 
retiree  health  benefit.  The\"  may  need  to 
eliminate  it  altogether  for  the  future. 
Alternatively,  they  might  consider  of- 
fering it  with  the  proviso  that  the  em- 
ployer i"na\"  eliminate  it  at  any  time  in  its 
sole  discretion  or  subject  to  the  avail- 
abilit>"  of  funds. ^^ 

Public  employers  should  take  the 
same  approach  with  health  insurance 
for  current  employees.  Although  the  law 
generalh  allows  an  employer  to  change 
current  compensation  (including  health 
benefits!  prospectively,  it  would  be 
prudent — as  well  as  fair  to  employees — 
to  make  clear  that  the  offer  of  health 
benefits  is  not  absolute  and  unchanging 
but  can  be  modified  in  response  to 
economic  conditions,  medical  advances, 
and  employees"  needs. 

The  legal  holdings  and  principles 
discussed  in  this  article  are  applicable  to 
other  forms  of  employee  benefits,  such 
as  supplemental  retirement  programs 
[for  example,  ]urisdiction-specific  public 
safeD."  supplemental  retirement  benefits 
or  the  North  Carolina  401(k)  Plan],  as 
well  as  to  longevit)"  pay  and  life  insur- 
ance benefits.  For  further  discussion  of 
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these  issues,  see  Public  Personnel  Law 
Bulletin  #30.-»" 

Notes 

1.  Cases  in  other  states  that  have  addressed 
pubHc  employers"  rights  to  reduce  health  in- 
surance benefits  inckide  Duncan  v.  Retired 
PubHc  Employees  of  Alaska,  Inc.,  T"!  P.3d  882 
(Alaska  2003);  Bates  v.  City  of  Richland, 

51  P.3d  816  (Wash.  Ct.  App.  2002);  Davis  v. 
Wilson  County,  70  S.W.3d  724  (Tenn.  2002); 
Roth  V.  City  of  Glendale,  614  N.W.2d  467 
(Wis.  2000);  Emeriing  v.  Village  of  Hamburg, 
680  N.Y.S.2d  37  (N.Y.A.D,  1998);  Thorning 
v.  Hollister  Sch.  Dist.,  15  Cal.  Rptr.  2d  91 
(Cal.  App.  4th  1992);  Werner  v.  County  of 
Essex,  620  A.2d  1071  (N.J.  Super.  1992); 
Bernstein  v.  Commonwealth  of  Pa.,  617  A.2d 
55  (Pa.  Commw.),  order  affd,  634  A.2d  1113 
(Pa.  1992);  Omer  v.  Tagg  et  ak,  455  N.W.2d 
815  (Neb.  1990);  Colorado  Springs  Fire  Fighters 
Ass'n,  Local  5  v.  City  of  Colorado  Springs, 
784  P.2d  766  (Colo.  1989);  Township  of  Tini- 
cum  V.  Fife,  505  A.2d  1116  (Pa.  Commw.), 
appeal  denied,  544  A.2d  1344  (1986);  Singer 
V.  Topeka,  60"  P2d  46"  (Kan.  1980);  Betts  v. 
Board  of  Admin,  of  the  Public  Employees" 
Retirement  Sys.,  582  P2d  614  (Cal.  1978). 

2.  ERISA  is  codified  at  29  U.S.C. 

§§  1001-1461.  For  the  exclusion  of  govern- 
ment pension  and  welfare  benefit  plans  from 
the  statute"s  coverage,  see  sections  1002(32) 
and  1003(b)(1). 

3.  Bailey  v.  State  of  North  Carolina, 
348  N.C.  130(1998). 

4.  See  N.C.  Gen.  Stat.  §§  160A-162(b), 
153A-92(d).  Hereinafter  the  General  Statutes 
are  referred  to  as  G.S. 

5.  See  Hallowell  v.  Department  of 
Conservation  and  Dev.,  206  N.C.  206,  208 
(1934);  Archer  v.  Rockingham  County, 
144  N.C.  App.  550,  557  (2001),  disc.  rev. 
denied,  iSS  N.C.  1\Q  (1001). 

6.  Bailey,  348  N.C.  at  150-51.  The 
plaintiffs  in  this  case  were  retired  state  and 
local  government  employees  whose  payments 
from  the  various  state-run  retirement  systems 
had  been  exempt  from  state  income  taxation 
before  1989.  Retired  federal  employees  living 
in  North  Carolina  had  not  enjoyed  the  same 
privilege.  In  1989  the  U.S.  Supreme  Court 
held  that  a  state  could  not  tax  the  income  of 
state  and  local  government  employees 
differently  than  it  taxed  the  income  of  federal 
employees.  See  Davis  v.  Michigan  Dep't  of 
Treasury,  489  U.S.  803  (1989)"!  Rather  than 
extend  the  state  tax  exemption  to  federal 
retirees  in  its  entirety  and  suffer  a  reduction  in 
tax  revenue,  the  General  Assembly  amended 
the  North  Carolina  tax  code  to  place  a 
$4,000  cap  on  the  amount  of  annual  pension 
payments  exempt  from  state  income  taxation 
and  to  make  the  $4,000  exemption  available 
equally  to  state,  local,  and  federal  government 
retirees.  See  Bailey,  348  N.C.  at  152,  153. 


7.  Id.  at  141,  quoting  Simpson  v.  Local 
Gov't  Employees"  Retirement  Sys.,  88  N.C. 
App.  218,  224  (1987),  affd  per  ciiruiw,  323 
N.C.  362(1988). 

8.  Faulkenberry  v.  Teachers  and  State 
Employees  Retirement  Sys.  of  N.C,  345  N.C. 
683,690-91(1997). 

9.  More  precisely.  Article  I,  Section  32,  of 
the  North  Carolina  Constitution  states,  "No 
person  or  set  of  persons  is  entitled  to  exclusive 
or  separate  emoluments  or  privileges  from  the 
community  but  in  consideration  of  public 
services."  In  several  earlier  cases,  the  North 
Carolina  Supreme  Court  had  expressly  held 
that  pension  payments,  as  deferred  compensa- 
tion, are  not  in  violation  of  Article  1,  Section  32. 
See  Harrill  v.  Teachers'  and  State  Employees" 
Retirement  Sys.,  271  N.C.  357  (1967);  Great 
American  Insurance  Co.  v.  Johnson,  257  N.C. 
367  (1962);  Bridges  v.  City  of  Charlotte, 

221  N.C.  472  (1942).  Cf.  Leete  v.  County  of 
Warren,  341  N.C.  116  (1995)  (holding  that 
severance  payment  awarded  after  counts- 
manager's  resignation  violated  Article  1, 
Section  32). 

10.  See,  e.g.,  Duncan  v.  Retired  Public 
Employees  of  Alaska,  Inc.,  71  R3d  882,  888 
(Alaska  2003);  Calabro  v.  City  of  Omaha, 
531  N.W.2d  541,  548-49  (Neb.  1995);  Booth 
V.  Sims,  456  S.E.2d  167,  183  (W.Va.  1995); 
Thorning  v.  Hollister  Sch.  Dist.,  15  Cal.  Rptr. 
2d  91,  95  (Cal.  App.  4th  1992);  Omer  v.  Tagg 
et  ak,  455  N.W.2d  815,  817  (Neb.  1990); 
Township  of  Tinicum  v.  Fife,  505  A. 2d  1116, 
1119  (Pa.  Commw.);  Yeazell  v.  Copins,  402 
R2d  541,  545  (Ariz.  1965).  See  also  Emeriing 
V.  Village  of  Hamburg,  680  N.Y.S.2d  37,  38 
(N.Y.A.D.  1998)  (implied);  Weiner  v.  County 
of  Essex,  620  A.2d  1071,  1071  (N.J.  Super. 
1992). 

11.  Bailey,  348  N.C.  at  144;  Faulkenberry, 
345  N.C.  at  690;  Simpson,  88  N.C.  App.  at 
223-24. 

12.  Bailey,  348  N.C.  at  152-53. 

13.  See  id.  at  152.  See  also  Pritchard  v. 
Elizabeth  City,  81  N.C.  App.  543,  551-53, 
disc.  rev.  denied,  318  N.C.  417  (1986) 
(holding  that  oral  representations  to 
municipal  employees  regarding  accrual  of 
vacation  pa)'  benefit  constituted  contractual 
agreement  by  which  city  was  bound,  but 
finding  no  impairment  of  contract  because 
change  to  benefit  applied  prospectively). 

14.  As  the  court  in  the  Bailey  case  put  it,  "A 
legislative  enactment  in  the  ordinary  form  of  a 
statute  may  contain  provisions  which,  when 
accepted  as  the  basis  of  action  by  individuals 
or  corporations,  become  contracts  between 
them  and  the  State  within  the  protection  of 
the  clause  of  the  Federal  Constitution  forbid- 
ding impairment  of  contract  obligations;  rights 
ma\'  accrue  under  a  statute  or  even  be  conferred 
by  it,  of  such  character  as  to  be  regarded  as 
contractual,  and  such  rights  cannot  he  de- 
feated by  subsequent  legislation.  When  such  a 
right  has  arisen,  the  repeal  of  the  statute  does 


not  affect  the  right  or  an  action  for  its  enforce- 
ment."" 348  N.C.  at  145,  quoting  Ogelsby  v. 
Adams,  268  N.C.  272,  273-74  (1966), 
quoting  16  Am.  Jur.  2d  Constitutional  Laiv 
§442(1966). 

15.  Faulkenberry,  345  N.C.  at  690.  Al- 
though most  jurisdictions  that  have  considered 
the  issue  have  found  an  offer  of  pension  bene- 
fits to  be  a  binding  contractual  obligation  once 
an  employee  has  met  the  applicable  service 
prerequisites  and  has  vested  in  the  retirement 
system,  a  few  take  a  different  approach.  Under 
Colorado  law,  for  example,  a  statute  or  an 
ordinance  is  considered  a  contract  (and  sub- 
ject to  the  provisions  of  the  Contract  Clause) 
only  when  its  language  and  the  surrounding 
circumstances  manifest  a  legislative  intent  to 
create  private  contract  rights  enforceable 
against  the  state  or  the  municipality.  The 
presumption  is  that  a  law  governing  govern- 
ment employee  benefits  merely  declares  a 
policy  that  will  be  followed  until  that  law  is 
changed.  See  Colorado  Springs  Fire  Fighters 
Ass'n,  Local  5  v.  City  of  Colorado  Springs, 
784  R2d  766,  773  (Colo.  1989),  citing 
Indiana  ex  rel.  Anderson  v.  Brand,  303  U.S. 
95,  100  (1938),  Dodge  v.  Board  of  Educ, 
302U.S.  74,  79(1937). 

16.  See  Northern  P.R.  Co.  v.  Minnesota  ex 
rel.  Duluth,  208  U.S.  583  (1908);  Hogan  v. 
City  of  Wmston-Salem,  121  N.C.  App.  414, 
418(1996). 

17.  See  U.S.  Trust  Co.  of  N.Y.  v.  New 
Jersey,  431  U.S.  1,21  (1977). 

18.  When  a  person,  a  corporation,  or  a 
public  entity  fails  to  perform  one  of  its 
promises  or  duties  under  a  contract,  the 
person  or  the  entity  is  said  to  be  in  "breach" 
of  the  contract.  The  ordinary  remedies  for 
breach  of  contract  are  either  money  damages 
or  an  order  from  the  court  to  the  breaching 
party  to  perform  its  promise.  When  a  state  or 
local  government  takes  an  official  action  that 
has  the  effect  of  diminishing  the  value  of  its 
contractual  obligation  to  the  point  that  the 
contract  becomes  invalid  or  the  other  party 
loses  the  benefit  of  the  contract,  the  action  is 
said  to  be  an  "impairment"  of  contract.  See 
Black's  Law  Dictionar'i  (7th  ed.  1999) 
under  "breach  of  contract"  and  "impair." 

19.  Bailey,  348  N.C.  at  151,  citing  k\\\eA 
Structural  Steel  Co.  v.  Spannaus,  438  U.S.  234 
(1978). 

20.  Bailey,  348  N.C.  at  151.  In  that  case  the 
court  estimated  the  loss  in  expected  income  to 
retirees  in  the  aggregate  to  be  in  excess  of 
$100  million. 

21.  The  North  Carolina  Court  of  Appeals 
considered  such  an  impact  in  Hogan,  121 
N.C.  App.  at  420.  In  that  case  the  court  found 
that  the  change  in  Winston-Salem's  disability 
retirement  terms  for  police  officers  had  a  sub- 
stantial impact.  Under  the  plan  as  it  existed  at 
the  time  his  rights  vested,  Hogan  was  entitled 
to  disability  retirement  after  an  injury  in  the 
line  of  duty.  Under  the  amended  plan  (that  is, 


WINTER     2004       25 


the  one  in  existence  at  the  time  he  became 
disabled),  he  would  not  have  been  allowed  to 
retire  but  would  have  been  transferred  to  other, 
unsworn  duties  in  the  police  department. 

22.  See  Roth  v.  City  of  Glendale, 

614  N.W.2d  467,  473  (Wis.  2000).  This  case 
was  brought  and  decided  on  a  theory  of 
breach  of  contract,  rather  than  on  a  theory  of 
unconstitutional  impairment  of  contracts. 

23.  Sec  Biiiley,  34S  N.C.  at  151;  Faulken- 
berry  v.  Teachers  and  State  Employees  Retire- 
ment Sys.  of  N.C,  345  N.C.  683,  691-93 
(1997);  Miracle  v.  North  Carolina  Local 
Gov't  Employees  Retirement  Sys.,  124  N.C. 
App.  285,  291  (1996),  <fof.  rer.  dewed,  345 
N.C.  754  (1997);  Hog.m,  121  N.C.  App.  at 
420;  Board  of  Admin,  of  the  Public  Employees' 
Retirement  Sys.  v.  Wilson,  61  Cal.  Rtpr.  2d 
207,  234-38'(Cal.  Ct.  App.  1997);  Calabro 

v.  City  of  Omaha,  531  N.W.2d  541,  551 
(Neb.  1995);  Weincke  v.  City  of  Indianapolis, 
429  N.E.2d  195,  298  (Ind.  Ct.  App.  1981). 
Sec  also  Booth  v.  Sims,  456  S.E.2d  167, 
186-88  (W.Va.  1995)  (based  on  provision 
of  WVa.  Constitution). 

24.  B.jilcy.  348  N.C.  at  151-52,  citnigV.S. 
Trust  Co.  of  N.Y.  v.  New  Jersey,  431  U.S.  I, 
25-26(1977). 

25.  U.S.  Trust,  431  U.S.  at  25-26,  quoted 
hy  the  N.C.  Supreme  Court  in  Bjilcy. 

348  N.C.  at  151-52. 

26.  Faulkenberry  v.  Teachers  and  State 
Employees  Retirement  Sys.  of  N.C,  345  N.C. 
683,693-94(1997). 

27.  Id.  Similarly,  in  the  Hogaii  case,  the  city 
claimed  that  the  purpose  of  the  change  to  its 
disability  retirement  plan  was  to  permit  dis- 
abled officers  to  transfer  to  another  position 
and  to  continue  employment  with  the  city  at 
the  same  salary  and  with  the  same  possibility 
of  pay  increases  that  they  would  have  had  in 
their  original  sworn  positions.  The  court  said 
that  although  the  city  might  have  good  inten- 
tions, there  was  no  evidence  that  this  justifica- 
tion was  reasonable  and  necessary  to  protect 
an  unpoxXMXt.  government  interest.  See  Hogan, 
121  N.C.  .App.  at  420. 

28.  Bailey,  348  N.C.  at  152.  Sec  also  U.S. 
Trust,  43  I  U.S.  at  26;  Miracle,  124  N.C.  App. 
at  29 1 ;  \\-;7so;;,  6 1  Cal.  Rptr.  2d  at  238. 

29.  Sec  Baltimore  Teachers  Union,  AFT  Lo- 
cal 340,  AFL-CIO  v.  Mayor  and  City  Council 
of  Baltimore,  6  E3d  1012,  1021-22  (4th  Cir 
1993),  cert,  denied,  510  U.S.  1 141  (1994). 

30.  Strictly  speaking,  the  Bailey  and 
Baltimore  Teachers  Union  cases  do  not  have 
to  be  consistent,  since  the  Bailey  decision  is 
based  on  a  combination  of  North  Carolina  law 
(the  contract  issue)  and  federal  law  (the  Con- 
tract Clause  issue)  and  was  decided  b\  a 


North  Carolina  court,  while  Baltimore 
Teachers  Union  is  a  federal  appeals  court  case 
addressing  an  issue  of  federal  law  (the 
Contract  Clause  issue).  Neither  is  binding  on 
the  other. 

31.  Cf.  Bailey,  348  N.C.  at  151-53,  with 
Baltimore  Teachers  Union,  6  F.3d  at  1019-20. 

32.  See  Simpson  v.  Local  Gov't  Employees' 
Retirement  Sys.,  88  N.C.  App.  218,  at  223-24. 

ji.  See  Allen  v.  Board  of  Admin,  of  the 
Public  Employees'  Retirement  Sys.,  665  P.2d 
534  (Cal.  1983),  cert,  denied,  465  U.S.  1015 
(1984);  Betts  v.  Board  of  Admin,  of  the 
Public  Employees'  Retirement  Sys.,  582  P.2d 
614  (Cal.  1978).  Like  North  Carolina's 
vested  rights  approach,  the  California  Rule 
was  first  adopted  in  the  context  of  retirement 
income  benefits.  For  other  states  that  have 
adopted  this  approach,  see,  e.g.,  Duncan  v. 
Retired  Public  Employees  of  Alaska,  Inc.,  71 
P3d  882  (Alaska  2003);  Calabro  v.  City  of 
Omaha,  531  N.W.2d  541,  551  (1995);  Booth 
v.  Sims,  456  S.E.2d  167,  184-86  (W.Va. 
1995).  For  a  survey  of  approaches  taken  by 
other  states  as  of  1987,  see  Simpson,  88  N.C. 
App.  at  222. 

34.  See,  e.g.,  Illinois  Const,  art.  XIII,  §  5; 
Michigan  Const,  art.  IX,  §  24;  New  York 
Const,  art.  V,  §  7;  Hawaii  Const,  art.  XVI, 
§  2.  See  also  Opinion  of  the  Justices,  303 
N.E.2d  320,  327  (Mass.  1973)  (interpreting 
Massachusetts  Const.). 

35.  Alaska  Const,  art.  XII,  §  7.  See  also 
Duncan,  71  R3d  at  888. 

36.  See  Duncan,  71  P.3d  at  886. 

37.  See  id.  at  888-89,  891,  quoting  Studier 
V.  Michigan  Public  Sch.  Employees  Retire- 
ment Bd.,  File  00-92435-AZ,  Cir  Ct.  for 
Ingham  County,  Mich.,  ("t.  Order  of  Feb.  21, 
2001. 

38.  Despite  that  universal  understanding, 
very  few  legal  cases  stand  for  such  a  proposi- 
tion. This  is  due,  in  part,  to  the  fact  that  under 
ERISA,  which  governs  almost  all  private- 
sector  health  insurance  benefit  plans,  "welfare 
benefits  plans"  (of  which  health  insurance  is 
one  example)  are  distinguished  from  "com- 
pensation," which  is  generally  limited  to  pay- 
ment of  cash  wages.  See  29  CFR  §§  2510.3- 
1(a)(2),  (b).  In  public-sector  employment, 
how  each  state  defines  "compensation"  in  its 
statutes  varies.  See,  e.g..  Police  Ass'n  of 
Mount  Vernon  v.  New  York  State  Public 
Employment  Relations  Bd.,  510  N.Y.S.2d 
742,  744  (N.Y.  App.  Div.  1987),  Slattery  v. 
City  of  New  York,  686  N.Y.S.2d  683,  691-92 
(N.Y.  Sup.  Ct.  1999),  both  of  which  held 
that  health  insurance  is  a  form  of  current 
compensation  within  the  meaning  of  the 
New  York  Public  L.ws. 


39.  G.S.  160A-162(a)  grants  to  municipal 
councils  the  power  to  "fix  or  approve  the 
schedule  of  pay,  expense  allowances  and  other 
compensation  for  all  city  employees  ..." 
G.S.  160A-162(b)  gives  them  the  authority 
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Defining  Performance  Budgeting  for  Local  Government 

William  C.  Rivenbark 


City  council  members  and  county 
commissioners  regularly  struggle 
with  the  most  basic  question 
of  public  budgeting:  "On  what  basis 
shall  we  decide  to  allocate  .\-  dollars  to 
activity  A  instead  of  activit)'  B?" '  In 
response  to  this  question,  these  elected 
officials  typically  make  modest,  mere- 
mental  adjustments  to  the  previous 
year's  budget.  Less  frequently,  they  sys- 
tematically link  allocations  of  financial 
resources  to  operational  accountability. 

The  author  is  a  member  of  the  School  of 
Government  faculty,  specializing  in  local 
government  administration.  Contact  him 
at  rivenbark@iogmail.iog.unc.edu. 


This  more  powerful  approach,  called 
"performance  budgeting,"  answers  the 
question,  "Did  allocating  .v  dollars  to  ac- 
tivity A  accomplish  what  we  intended? 
If  not,  should  we  adjust  the  allocation 
to  activity  A?' 

Local  government  officials,  profes- 
sional organizations,  consultants,  and 
academicians  promote  performance 
budgeting  for  its  ability  to  link  alloca- 
tion of  resources  to  the  performance  of 
service  delivery.  This  ability  alone  has 
prompted  many  local  governments  to 
adopt  performance  budgeting,  as  re- 
ported in  national  surveys.- 

The  same  surveys,  though,  reveal  that 
performance  budgeting  has  not  become 


a  meaningful  part  of  organizational 
cultures  in  local  government.  Why?  One 
explanation  is  that  the  meaning  of  per- 
formance budgeting  varies  substantially 
among  the  local  officials  who  are  re- 
sponsible for  implementing  it.'  In  fact, 
there  has  never  been  an  agreed-on 
definition  of  performance  budgeting."* 

This  article  defines  performance  bud- 
geting, describes  what  it  means  for  local 
government,  and  addresses  the  major 
misconceptions  that  have  hindered  its 
success.  The  article  also  presents  a  frame- 
work for  performance  budgeting  that  lo- 
calities of  all  sizes  in  North  Carolina  can 
adopt,  and  it  explains  how  the  framework 
relates  to  the  budget  preparation  process 
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mandated  by  state  law.'  Further,  the  ar- 
ticle suggests  some  uses  of  performance 
data  to  support  management  decisions. 

Definition  of  Performance 
Budgeting 

"Performance  budgetmg"  is  a  process 
for  budget  preparation  and  adoption 
that  emphasizes  performance  manage- 
ment, allowing  decisions  about  alloca- 
tion of  resources  to  be  made  in  part  on 
the  efficiencx'  and  the  effecti\eness  of 
ser\  ice  deli\er>'.  Performance  manage- 
ment occurs  when  department  heads 
and  program  managers  use  data  deri\'ed 
from  performance  measurement  systems 
to  support  decisions  related  to  planning, 
organizmg,  staffing,  de\eloping,  coor- 
dinating, budgeting,  reporting,  and 
evaluating — the  core  functions  of 
management. *"  Performance  budgeting 
occurs  when  department  heads  and 
program  managers  use  performance 
data  to  support  and  justify  budget  re- 
quests during  the  annual  budget  prepar- 
ation process. 

The  preceding  definition  emphasizes 
the  words  "in  part"  because  they  repre- 
sent the  reason  that  performance  bud- 
geting often  fails  in  local  go\ernment. 
Numerous  factors  affect  budget  deci- 
sions, including  the  adopted  budget  of 
the  current  year,  organizational  and  in- 
vestment decisions  made  in  prior  years, 
political  mandates,  fiscal  constraints, 
and  organization-wide  goals."  Perfor- 
mance data  must  compete  with  these 
and  other  factors,  and  that  necessity' 
creates  an  important  distinction  be- 
tween allocation  decisions  that  are 
deteriJiined  by  performance  and  those 
that  are  Infoniied  by  performance.  Ex- 
pecting all  budget  decisions  to  be  totally 
determined  by  performance  is  not  real- 


istic because  decision  makers  must  con- 
sider all  factors  impinging  on  a  decision 
about  allocation  of  resources  before 
making  it.  The  goal  is  to  inform  budget 
decision  making  with  applicable  perfor- 
mance information  regardless  of  how 
other  factors  affect  budget  preparation 
and  adoption  and  regardless  of  how  re- 
sources are  finalh'  distributed  across 
programs  of  ser\ice  delnery. 

A  city's  or  count\'s  program  for 
servicing  its  cars,  trucks,  and  other 
\ehicles — called  "fleet  maintenance" — 
provides  an  excellent  illustration  of 
placing  performance  budgeting  in  the 
context  of  local  government  administra- 
tion. A  fleet  manager  regularly  collects 
performance  data  for  calculating  the 
number  of  "rolling  stock  units"  (ve- 
hicles, hea\w  equipment,  trailers,  etc. — 
output),  the  number  of  orders  for  ser- 
vice completed  by  an  individual  worker 
(output/efficiency),  the  cost  per  service 
j  order  (efficiency),  the  percentage  of 
service  orders  completed  within  twenty- 
four  hours  (outcome),  and  the  percent- 
age of  rolling  stock  units  available  per 
day  (outcome).  Over  the  past  several 
years,  the  local  government  has  in- 
creased the  number  of  rolling  stock 
units  and  the  number  of  service  orders 
completed  per  worker.  These  increases 
have  affected  the  outcome  measures  b\' 
decreasing  the  percentage  of  service 
orders  completed  within  twenty-four 
hours  and  the  percentage  of  rolling 
stock  a\ailable  per  day. 

The  fleet  manager  has  used  the 
available  performance  information  to 
schedule  preventive  maintenance,  to 
reorganize  the  fleet  maintenance  staff, 
and  to  coordinate  his  program  with 
other  programs.  He  now  decides  to  em- 
ploy the  information  to  justib.'  a  request, 
through  the  budget  preparation  process. 


ForNlore  Information  on 
Performance  Budgeting 

Readers  seeking  more  information  on 
performance  budgeting  might  consult 
the  text  on  which  this  article  is  based: 
Performance  Budgeting  for  State  and 
Local  Government,  by  Janet  M.  Kelly 
and  William  C.  Rivenbark  (Armonk, 
N.Y.:  M.  E.  Sharpe,  2003).  It  descnbes 
performance  budgeting  as  the  inte- 
gration of  the  components  of  per- 
formance management — planning, 
performance  measurement,  bench- 
marking, and  evaluation — into  the 
framework  of  state  and  local  govern- 
ment budgeting.  The  authors  present 
performance  budgeting  not  as  a 
stand-alone  technique  but  as  an  ex- 
tension of  the  traditional  budget 
process  that  combines  financial  and 
operational  accountability. 


for  another  technician  position  in  the 
coming  fiscal  year.  The  budget  director 
and  the  counts'  manager  will  analyze 
this  request  along  with  all  other  re- 
quests and  make  a  recommendation  to 
the  count)'  commissioners  in  the  pro- 
posed budget.  Thus  the  budget  director, 
the  count}'  manager,  and  the  count)' 
commissioners  will  make  an  allocation 
decision  in  part  on  the  basis  of  the  per- 
formance of  ser\'ice  deli\'ery.  In  other 
words,  the  decision  is  informed  by  per- 
formance results. 

Misconceptions  of 
Performance  Budgeting 

Since  the  early  1950s,  when  the  federal 
government  first  embraced  it,  perform- 
ance budoetine  has  been  hindered  bv 


Table  1 .  Unit  Costs  for  a  Hypothetical  Building  Inspection  Program 


Type  of 

FY  2001-02 

No.  of 

FY  2001-02 

Projected  No.  of 

FY  2002-03 

Inspection 

Budget 

Inspections 

Unit  Cost 

Inspections 

Budget 

Building 

$485,900 

4,920 

$98.76 

5,100 

$503,676 

Electrical 

346,800 

4,242 

81  75 

4,400 

359,700 

Mechanical 

157,411 

2,372 

6636 

2,400 

159,264 

Plumbing 

125,640 

2,680 

46.88 

2,550 

119,544 

Total 

51,115,751 

14,214 



14,450 

51,142,184 
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Knowmg  their  unit 
costs — the  cost  of  a 
single  inspection — 
Ijelps  managers  of 
building  inspection 
programs  improve 
efficiency.  But  to 
produce  a  budget, 
managers  must 
disaggregate  the 
unit  costs  into  line 
Items  and  introduce 
data  to  reflect  such 
factors  as  inflation 
and  replacement  of 
capital  equipment. 


numerous  misconceptions/  The  primary 
misconception  is  that  it  begins  in  the 
budget  office.  On  the  contrary,  it  begins 
with  performance  management  in  the 
programs  of  service  delivery.  This  re- 
quires adoption  and  implementation  of 
a  performance  measurement  system  in 
local  government.  Performance  mea- 
surement involves  the  creation  of  mis- 
sion statements,  service  delivery  goals, 
objectives,  and  performance  measures 
at  the  program  level.'* 

A  second  misconception  of  perform- 
ance budgeting,  often  presented  in 
textbooks,  is  that  it  requires  a  standard 


unit  cost,  focusing  primarily  on  the 
efficiency  of  service  delivery.'"  Under 
performance  budgeting,  staff  determine 
the  budget  for  a  coming  fiscal  year  by 
multiplying  the  unit  cost  of  a  particular 
service  by  the  projected  number  of  units 
for  that  fiscal  year.  For  example,  one 
can  calculate  the  unit  costs  for  a  build- 
ing inspection  program  by  dividing  the 
current-year  budgets  by  the  number  of 
inspections  by  type  (see  Table  1).  One 
then  multiplies  the  unit  costs  by  the 
projected  number  of  inspections  by  type 
for  the  coming  fiscal  year  (FY  2002-03 
in  the  table),  providing  a  building 


Table  2.  A  Line-Item  Budget  for  a  Hypothetical  Building  Inspection  Program 


Line 

FY  2001-02 

Percentage 

Reason  for 

FY  2002-03 

Item 

Budget 

Adjustment 

Adjustment 

Budget 

Personnel 

$769,451 

3.0 

Cost  of  living 

$792,534 

Benefits 

194,920 

5.5 

Medical  inflation 

205,640 

Supplies 

60,481 

2.0 

Consumer  Price  Index 

61,690 

Training 

10,500 

— 

No  change 

10,500 

Fleet 

64,777 

10.0 

Current  fuel  pnce 

71,254 

Risk 

15,622 

5.0 

Actuarial  analysis 

16,403 

Capital 

— 

— 

Fleet  replacement 

50,000 

Total 

51,115,751 

— 

— 

$1,208,021 

inspection  budget  for  that  fiscal  year 
($1,142,184  in  Table  1). 

This  approach  to  planning  provides 
powerful  information  for  program 
managers,  forming  the  base  for  tracking 
and  projecting  output  measures  (for 
example,  the  number  of  building  inspec- 
tions by  type)  and  efficiency  measures 
(for  example,  the  cost  per  building  in- 
spection by  type).  The  information  also 
sets  the  stage  for  "continuous  process 
improvement,"  a  technique  by  which 
the  program  represented  in  Table  1  can 
strive  to  lower  its  unit  costs. 

However,  the  approach  falls  short  of 
providing  all  the  information  required  to 
produce  the  following  year's  budget."  At 
some  point,  managers  must  disaggregate 
the  unit  cost  information  so  that  they  can 
adjust  the  necessary  line  items  to  pro- 
duce accurate  and  reliable  budget  figures 
— figures  that  reflect  such  factors  as  in- 
flation and  the  need  to  replace  capital 
equipment  (see  Table  2).  Doing  that 
produces  a  budget  for  the  coming  fiscal 
year  that  is  different  from  (in  Table  2, 
$65,837  higher  than)  the  budget  derived 
from  the  unit  cost  methodology. 

Calculating  unit  costs  for  programs 
that  provide  well-defined  services  does 
support  performance  budgeting  by 
producing  efficiency  information.  How- 
ever, unit  costs  are  not  required  for  per- 
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formance  budgeting,  as  suggested  by 
previous  research. 

A  misconception  that  stems  from  the 
previous  one  is  that  performance  bud- 
geting replaces  line-item  budgeting. 
G.S.  159-26  mandates  that  accounting 
systems  show  assets,  liabilities,  equities, 
revenues,  and  expenditures  in  detail. 
Local  governments  use  structured  and 
detailed  charts  of  accounts  to  comply 
with  this  statute,  and  these  form  the 
basis  of  their  general  ledgers.  "Line-item 
budgeting"  is  the  process  of  creating  the 
following  year's  budget  by  adjusting  the 
individual  line  items  contained  on  the 
organization's  general  ledger  In  other 
words,  local  gox'ernments  produce  line- 
item  budgets  that  parallel  their  account- 
ing systems. 

Beyond  the  legal  requirements, 
omission  of  line-item  budgeting  would 
be  unrealistic,  as  shown  with  the  build- 
ing inspection  example.  This  format 
also  allows  program  managers  to  track 
biidget-to-actual  variances  by  line  item, 
proNiding  them  with  the  necessary  in- 
formation to  make  adjustments  during 
the  fiscal  year  that  would  be  extremely 
difficult  with  the  unit-cost  format 
shown  in  Table  1. 

Still  another  misconception  of  per- 
formance budgeting  is  that  it  fails  if 
programs  do  not  receive  additional  re- 
sources when  performance  data  clearly 
show  need.  Suppose  that,  on  the  basis 
of  an  increase  in  call  volume  (output) 
and  dispatch  time  (outcome),  the  pro- 
gram manager  of  emergency  communi- 
cations requests  another  call  taker  The 
city  council  denies  the  request  and  al- 
locates the  resources  instead  to  a  down- 
town development  project.  Does  this 
represent  successful  performance  bud- 
geting? Yes,  because  the  decision  to  deny 
the  request  is  informed  by  performance 
results.  The  decision  suggests  that  the 
program  must  attempt  to  handle  the  pro- 
jected call  volume  and  maintain  a  favor- 
able dispatch  time  without  the  benefit 
of  an  additional  call  taker.  The  program's 
success  or  failure  to  achieve  these  objec- 
tives will  be  documented  in  the  next 
\ear's  performance  budget. 

A  fifth  misconception  is  that  adding 
performance  measures  to  budget  docu- 
ments before  publication — a  common 
practice  of  local  government  budget 
directors  to  make  the  document  look 


professional — constitutes  performance 
budgeting.  Presenting  performance  mea- 
sures in  budget  documents  is  appropri- 
ate, but  localities  should  first  embrace 
them  farther  upstream  in  budget  prepar- 
ation (in  budget  requests  and  at  budget 
workshops). 

Other  misconceptions  of  performance 
budgeting  are  that  it  takes  the  politics 
out  of  budgeting,  that  it  can  solve  a 
fiscal  crisis,  and  that  it  is  a  new  budgeting 
or  management  technique.  In  a  repre- 
sentative democracy,  performance  bud- 
geting cannot  and  should  not  take  the 
politics  out  of  budgeting.  Elected  officials 
make  decisions  on  the  basis  of  political 
ideologies  and  the  perceived  needs  of 
their  constituents.  The  goal  is  to  provide 
them  with  the  information  necessar\  to 
consider  performance.  Performance  bud- 
geting offers  process  improvement  and 
cost  savings;  however,  it  cannot  solve 
a  fiscal  crisis.  Managers  and  elected 
officials  always  will  face  the  possibilities 
of  having  to  raise  more  revenue  and 
eliminate  programs.  Finally,  promoting 
performance  budgeting  as  the  latest 
management  technique  sets  the  stage 
for  failure.  It  allows  employees  to  take 
the  posture  of  "waiting  it  out"  until  the 
next  technique  arrives.  Performance 
budgeting  simply  represents  good 
management. 

A  Framework  for 
Performance  Budgeting 

One  approach  to  performance  budget- 
ing is  to  ask  program  managers  to 
submit  some  performance  measures 
along  with  their  budget  requests.  These 
provide  some  insight  into  operational 
accountability,  allow  the  budget  direc- 
tor to  add  measures  to  the  budget  docu- 
ment for  presentation,  and  suggest  that 
performance  budgeting  begins  in  the 
budget  office  (see  the  first  misconception 
of  performance  budgeting). 

Another  approach  is  to  implement 
a  comprehensive  framework  that  in- 
cludes program  review,  financial  align- 
ment, performance  measurement,  and 
timing  issues.  This  planned  approach 
establishes  the  necessary  "infrastucture," 
or  foundation,  for  performance  bud- 
geting and  builds  on  performance 
management  within  tlie  programs  of 
service  deliverv. 


Program  Review 

Performance  budgeting  begins  with  de- 
fining programs  of  service  delivery  with- 
in the  organization.  This  is  the  most 
important  part  of  the  framework,  given 
that  the  financial  management  svstem 
(financial  accountabilirs')  and  the  per- 
formance measurement  system  (opera- 
tional accountability)  will  be  structured 
according  to  program  definitions.  North 
Carolina  localities  commonly  design 
their  organizational  structures  around 
programs  of  service  delivery.  Local 
officials  are  encouraged,  however,  to 
review  their  program  definitions  before 
implementing  performance  measurement 
systems  and  to  review  them  regularly 
afterward  for  accuracy. '- 

A  common  definition  of  "program" 
is  a  group  of  activities,  operations,  or 
organizational  units  directed  at  the  at- 
tainment of  common  goals.''  Programs 
in  local  government  often  represent 
departments,  divisions,  or  programs, 
depending  on  the  size  of  the  locality,  the 
scope  of  the  services  provided,  and  the 
capacity  of  the  financial  management 
system.  In  one  jurisdiction,  for  example, 
the  human  resources  department  is  a 
program  in  itself;  the  fire  department 
includes  a  fire  suppression  division  (pro- 
gram) and  a  fire  prevention  division 
(program);  and  the  solid  waste  depart- 
ment includes  a  residential  and  commer- 
cial refuse  program,  a  recycling  program, 
and  a  yard  waste  program.  The  primary 
consideration  in  establishing  a  program 
structure  is  the  information  needs  of 
management.''' 

Financial  Alignment 

Once  the  program  infrastructure  is  in 
place,  the  performance  budgeting 
framework  requires  a  supporting 
financial  infrastructure.  The  goal  is  to 
ensure  that  inputs  (dollars)  are  tracked 
at  the  program  level.  This  may  require 
localities  to  adjust  their  current  account 
structures  in  order  to  align  program 
inputs  with  program  outputs. 

Fortunately,  localities  in  North  Caro- 
lina typically  follow  the  chart  of  accounts 
recommended  by  the  Local  Government 
Commission.  The  commission  also 
recommends  a  process  for  structuring 
the  chart  of  accounts  on  the  basis  of 
defined  operations  of  service  delivery 
(programs)  for  line-item  budget-to- 
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actual  comparisons.  This  supporting 
financial  infrastructure  is  line-item 
budgeting  at  the  program  level. 

Tracking  inputs  at  the  program  level 
also  allows  localities  to  embrace  what  is 
commonly  known  as  program  budgeting, 
in  which  line  items  are  grouped  in  the 
categories  of  personnel,  operating,  and 
capital  costs  for  management  purposes. 
Program  budgeting  focuses  on  total 
program  inputs  for  decision  making,  as 
opposed  to  individual  hne-item  inputs. 
This  is  an  extremely  useful  format  when 
combined  with  performance  measure- 
ment.'" It  also  gives  program  managers 
the  abilits'  to  disaggregate  their  program 
budgets  to  the  individual  line  items  when 
needed,  returning  to  the  alignment  of 
program  inputs  with  program  outputs. 

Performance  Measurement 

The  performance  infrastructure  of  the 
performance  budgeting  framework  is  a 
performance  measurement  system  for 
tracking  outputs,  outcomes,  and  effi- 
ciencies of  service  delivery  at  the  pro- 
gram level.  This  abilit)'  to  align  program 
inputs  (financial  accountability)  and 
program  outputs  (operational  account- 
abilit)')  is  fundamental  to  the  success  of 
performance  budgeting. 

The  elements  of  performance  mea- 
surement are  mission  statements,  service 
deliver)'  goals,  strategic  goals,  objectives, 
and  performance  measures.  For  an  ex- 
ample of  this  information  for  Durham, 
North  Carolina's  building  inspection 
program,  see  the  sidebar  on  this  page."" 
Programs  start  with  a  mission  statement, 
defining  the  purpose  of  their  existence. 
They  create  service  delivery  goals  from 
the  mission  statement,  providing  overall 
direction  for  the  program.  They  then 
construct  quantifiable  objectives  from 
the  service  delivers'  goals,  allowing  them 
to  track  their  progress  toward  the  goals. 
Service  delivery  goals  commonly  have 
multiple  quantifiable  objectives.  Finally, 
programs  establish  performance  mea- 
sures for  tracking  the  quantifiable  ob- 
jectives and  other  service  dimensions 
deemed  important  by  the  program  man- 
ager. This  process  ensures  that  the  focus 
is  on  outcome  measures,  tracking  the 
qualit}'  of  service  delivery. 

The  sidebar  also  contains  strategic 
goals  for  the  Durham  building  inspection 
program.  Although  the  mission  state- 


A  Performance  Measurement  System  for  the 
Durham  Building  Inspection  Program 

Mission 

To  provide  a  cost-effective  level  of  service  designed  to  assure  tine  adequate 
protection  of  the  iiealth  and  safety  of  tine  citizens  througin  assertive  enforcement  of 
the  various  state  building,  electrical,  plumbing,  and  mechanical  codes  and  local 
zoning  ordinances. 

Service  Delivery  Goal,  Objective,  and  Measure 

Goal:  To  provide  for  the  safety  and  health  of  citizens  by  ensuring  that  all 

construction  meets  the  North  Carolina  state  building  codes. 

Objective:  Perform  two  quality  control  inspections  per  inspector  per  month. 

Measures:  Quality  control  inspections  per  inspector  per  month 

Percent  inspections  found  to  be  accurate 

Service  Delivery  Goal,  Objective,  and  Measure 

Goal:  To  provide  accurate  and  prompt  plan  review. 

Objective:  Review  90  percent  of  all  residential  plans  within  4  working  days. 

Measures:  Percent  of  residential  plans  reviewed  in  4  days 

Percent  of  plan  errors  found  in  field 

Service  Delivery  Goal,  Objective,  and  Measure 

Goal:  To  provide  timely  response  to  customer  request. 

Objective:  Respond  to  requested  building  inspections  within  24  hours 

90  percent  of  the  time. 
Measures:  Percent  of  inspections  performed  within  24  hours 

Inspections  per  inspector  per  day 

Workload  Measures 

•  Number  of  quality  checks 

•  Number  of  residential  plans  reviewed 

•  Number  of  inspections 

•  Number  of  inspections  of  public  schools 

Highlights  (Strategic  Goals) 

•  Implement  program  for  on-line  permit  applications  for  other  divisions. 

•  Develop  program  to  code  inspection  results  for  other  divisions. 

•  Continue  active  participation  in  the  city's  "eyes  and  ears"  program. 

•  Continue  to  actively  enforce  provisions  of  the  resource  protection  ordinance. 

•  Provide  input  to  ensure  one-stop  shopping  software  application  meets  program 
requirements. 

•  Study  plan  review  process  for  "walk-in"  permit  applications. 

Source:  City  of  Durham,  N.C,  FY  2001-02  Budget. 


ment,  service  delivery  goals,  quantifiable 
objectives,  and  performance  measures 
remain  relativeh'  stable  over  time,  stra- 
tegic goals  (sometimes  referred  to  as 
"annual  strategies"  or  "strategic  prior- 
ities") are  updated  annually.  They  are 
strategies  to  expand  the  capacity'  of 
the  program  and  to  provide  a  link  to 
organization-wide  goals,  responding  to 
the  blurred  relationship  that  often  exists 
between  program  planning  and  organi- 
zational planning.  Strategic  goals  form 


the  basis  for  what  is  commonly  referred 
to  as  "annual  work  plans"  (sometimes 
called  "annual  action  plans"). 

Smaller  jurisdictions  may  question 
their  capacit)'  to  adopt  a  performance 
measurement  s\'stem.  Although  perfor- 
mance measurement  systems  may  not 
be  common  m  smaller  organizations, 
research  has  demonstrated  that  locali- 
ties of  all  sizes  in  North  Carolina 
measure  and  report  performance.'" 
Knightdale,  with  a  population  of  6,014, 
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is  an  excellent  example  of  a  small  or- 
ganization embracing  performance 
measurement. 

Timing  Issues 

Once  the  program,  financial,  and  per- 
formance infrastructures  of  the  perfor- 
mance budgetmg  framework  have  been 
established,  timing  issues  must  be  con- 
sidered to  coordinate  collecting,  anal- 
)zing,  and  reporting  performance  data 
with  the  annual  budget  process.  This  is 
a  critical  step  in  performance  budgeting 
that  is  rarely  discussed  in  the  literature. 
G.S.  159-8(b)  requires  North  Carolina 
localities  to  operate  on  a  fiscal  year 
beginning  July  1  and  ending  June  30  and 
to  produce  a  balanced  budget  on  the 
following  timeline: 

•  Departmental  requests  to  be  sent 
to  budget  officer  by  April  30 
(G.S.  159-10) 

•  Budget  and  budget  message  to  be 
submitted  to  governing  board  by 
June  1  [G.S.  r59- 11(b)] 

•  Budget  ordmance  to  be  adopted  by 
JuKM  [G.S.  159-13(a)] 

Given  the  preceding  timeline,  perfor- 
mance results  would  have  to  enter  the 
process  before  April  30  because  they 
should  be  reflected  in  departmental 
requests.  In  reality,  however,  program 
managers  must  collect  and  analyze  per- 
formance data  well  before  this  deadline 
so  that  they  can  identih,-  strategies  for 
program  expansion,  reduction,  or 
realignment.  This  allows  them  success- 
fully to  support  their  budget  requests 
and  strategic  goals  with  performance 
results  when  the  budget  office  distri- 
butes the  annual  budget  worksheets 
(t)pically  during  January  or  February 
of  each  fiscal  year).  The  primary  issue 
surrounding  timing  is  how  often  perfor- 
mance data  should  be  collected  and 
reported  in  the  form  of  performance 
measures.  This  framework  proposes  a 
semiannual  basis. 

When  local  officials  develop  annual 
budgets,  financial  data  are  available  on 
actual  expenditures  for  the  prior  year, 
budgeted  expenditures  for  the  current 
year,  and  results  for  the  current  year  to 
date.  Program  managers  in  conjunction 
with  the  budget  director  must  analyze 
these  data  to  produce  the  following 


Table  3.  A  Program  Budget  for  the  Durham  Building  Inspection  Program 


Appropriations 

Actual 
FY  1999-00 

Adopted 
FY  2000-01 

Estimated* 
FY  2000-01 

Adopted 
FY  2001 -02 

Personal  Services 

$2,319,464 

$2,358,013 

$2,400,471 

$2,421,109 

Operating 

426,438 

500,643 

487,366 

221,583 

Capital 

34,868 

4,773 

28,434 

— 

Total  Appropnations 

$2,780,770 

$2,863,429 

$2,916,271 

$2,642,692 

Full-Time  Positions 

45.0 

45.0 

45.0 

45.0 

Part-Time  Positions 

0.5 

0.5 

0.5 

0.5 

Source:  City  of  Durham,  N.C,  ¥Y  2001-02  Budget. 

*"Estimated"  means  based  on  a  projection  of  year-to-date  results. 
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year's  proposed  budget,  which  then  is 
approved  by  the  elected  officials.  (For 
an  example  of  how  the  city  of  Durham 
displays  this  information  in  its  budget 
document  for  the  building  inspection 
program,  see  Table  3.) 

Collecting,  analyzing,  and  reporting 
performance  measures  semiannually 
allows  an  organization  to  align  inputs 
with  outputs  of  service  deliver}'  during 
the  annual  budget  process,  providing 
the  necessary  information  to  engage  m 
performance  budgeting.  [For  an  illustra- 
tion of  how  managers  of  Durham's 
building  inspection  program  align  per- 
formance measures  with  the  prior-year 
actual  results,  and  how  they  align  adop- 
ted (target)  measures  with  the  current- 
year  adopted  budget,  see  Table  4.] 

During  the  annual  budget  prepara- 
tion process,  program  managers  update 
their  performance  measures  with  per- 
formance data  collected  as  of  December 
31.  This  provides  them  with  current 
information  for  performance  budgeting 
and  for  estimating  what  their  year-end 
results  will  be  (the  Estimated  column  in 
Table  4).  Program  managers  then  pro- 
ject adopted  measures  for  alignment  with 
the  program  budget  for  the  following 
fiscal  year. 

The  framework  to  allow  performance 
budgeting  now  is  in  place.  A  line-item 
budget  has  been  restructured  to  support 
a  program  budget  (Table  3),  and  a 


performance  measurement  system  has 
been  implemented  at  the  program  level 
(Table  4).  An  important  aspect  of  this 
framework  is  its  flexibility.  Although 
program  budgeting  and  performance 
measurement  focus  on  total  program  in- 
puts and  total  program  outputs,  program 
managers  must  regularly  disaggregate 
the  program  data  to  analyze  details.  For 
example,  given  the  design  of  the  account 
structure  at  the  program  level,  the 
framework  allows  a  program  manager 
to  move  from  aggregated  program  in- 
puts (personnel,  operating,  and  capital 
costs)  to  disaggregated  inputs  (line  items). 
As  stated  earlier,  state  law  mandates 
that  localities  in  North  Carolina  follow 
a  certain  process  of  budget  preparation. 
The  administrative  and  technical  details 
of  budget  preparation  and  adoption 
processes,  however,  vary  widely  across 
jurisdictions.  The  same  holds  true  for 
performance  budgeting.  Most  localities 
engaged  in  performance  budgeting  fol- 
low the  overall  structure  of  the  frame- 
work presented  in  this  section,  but  the 
details  for  collecting,  analyzing,  and 
using  performance  and  financial  data 
vary  widely  across  jurisdictions.  For  ex- 
ample, the  framework  calls  for  collect- 
ing and  reporting  performance  data 
semiannually.  Some  localities  do  this 
monthly,  quarterly,  or  annually.  Locali- 
ties should  adapt  and  implement  the 
framework  on  the  basis  of  their  organi- 


zational capacity- — leadership,  commit- 
ment, time,  resources,  experience,  and 
training — for  meaningful  performance 
and  budget  reform. 

Data  Analysis 

Between  the  framework  for  performance 
budgeting  and  the  philosophy  of  using 
performance  data,  there  is  a  critical  link. 
In  Tables  3  and  4,  program  managers 
have  aligned  the  inputs  and  the  outputs 
for  the  building  inspection  program. 
Fiowever,  they  must  analyze  the  data 
and  the  processes  that  produce  those 
data  in  order  to  create  information  for 
supporting  program  expansion,  reduc- 
tion, or  realignment.  In  local  govern- 
ment, data  analysis  is  directly  linked  to 
organizational  capacit)'.  It  requires  peo- 
ple with  the  necessary  process  knowledge, 
time,  and  analytical  skills  to  create 
strategies  for  change  on  the  basis  of  the 
inputs  and  outputs  of  service  delivery. 

People  engaged  in  data  analysis 
should  not  limit  their  review  to  the  kind 
of  information  presented  in  Tables  3 
and  4.  Program  managers  commonly 
track  performance  measures  beyond  the 
statistics  they  collect  and  report  for  the 
annual  budget  process.  The  next  section 
presents  several  management  techniques 
that  increase  the  likelihood  of  data  use. 
Data  analysis  is  a  prerequisite  for  each 
technique  presented.  This  missing  com- 
ponent may  be  one  reason  why  local 


Table  4.  Performance  Measures  for  the  Durham  Building  Inspection  Program 

Measures 

Quality  control  inspections  per  inspector  per  month 

Percent  inspections  found  to  be  accurate 

Percent  of  residential  plans  reviewed  in  4  days 

Percent  plan  errors  found  in  field 

Percent  of  inspections  performed  within  24  hours 

Inspections  per  inspector  per  day 

Number  of  quality  checks 

Number  of  residential  plans  reviewed 

Number  of  inspections 

Number  of  public  school  inspections 
Source:  City  of  Durham,  N.C,  FY  2001-02  Budget. 


FY  1999-00 
Actual 

FY  2000-01 
Adopted 

FY  2000-01 
Estimated 

FY  2001 -02 
Adopted 

2.4 

2.2 

2.0 

2.0 

99% 

99% 

98% 

98% 

93.6% 

91% 

90% 

90% 

0.3% 

.07% 

1 .0% 

1 .0% 

97% 

92% 

90% 

90% 

14.7 

15 

14 

14 

737 

713 

648 

648 

2,610 

2,632 

2,632 

2,632 

81,585 

85,000 

80,000 

80,000 

84 

84 

84 

84 
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Analyzing  Data 


Supporters  of  performance  management  have  success- 
fully documented  how  localities  are  collecting  and 
reporting  performance  measures.  What  now  needs 
documentation  is  how  localities  are  analyzing  performance 
and  financial  data  to  create  meaningful  and  usable  informa- 
tion. Performance  measures  are  primarily  designed  to  monitor 
the  performance  of  selected  service  dimensions.  It  is  the 
responsibility  of  management  to  analyze  the  processes  that 
produced  the  results  and  identify  strategies  for  performance 
improvement. 

The  most  comprehensive  source  of  analytical  techniques 
and  examples  of  routine  performance  analysis  is  7bo/s  for 
Decision  Making:  A  Practical  Guide  for  Local  Government,  by 
David  N.  Ammons.^  It  covers  an  array  of  techniques  for 
analyzing  performance  and  financial  data  in  the  context  of 
local  government  administration,  including  central  tendency 
analysis,  correlation,  cost-effectiveness  analysis,  demand 
analysis,  floating  averages,  process  flow  charts,  regression, 
sensitivity  analysis,  and  work  distribution  analysis. 

A  common  measure  reported  by  fire  suppression  programs — 
the  number  of  calls  for  fire  service — provides  an  excellent 
example  of  how  to  use  one  of  these  techniques,  demand 
analysis  (a  fairly  detailed  examination  of  workload  patterns), 
to  analyze  data.  Following  are  the  number  of  actual  calls  for 
service  over  the  past  four  fiscal  years  in  a  hypothetical  city 
fire  department: 


FY  1999-2000 


FY  2000-01 

14,202 


FY  2001-02 

14.501 


FY  2002-03 

15,052 


An  analyst  calculates  the  increase  in  demand  for  service 
that  the  fire  suppression  program  experienced  between 
FY  1 999-2000  and  FY  2002-03:  1 0  percent.  She  asks, 
"Why  is  the  overall  demand  for  fire  service  calls  increasing? 
Are  resources  deployed  in  the  most  efficient  and  effective 
manner?  Are  strategies  available  to  help  stabilize  the  increase 
in  demand?" 

One  of  the  most  important  steps  in  demand  analysis  and 
other  analytical  techniques  is  to  disaggregate  data  to  reveal 

Notes 


what  may  or  may  not  be  driving  outputs  and  outcomes  of 
service  delivery.^  The  analyst  disaggregates  the  data  by  type  of 
service  call: 

Type  of  Call  FY  1999-2000  FY  2000-01  FY  2001-02  FY  2002-03 


Fire 

4,998 

4,854 

5,012 

4,885 

Medical 

5,148 

5,095 

5,165 

5,535 

False  alarm 

2,700 

3,348 

3,489 

3,557 

Other 

852 

905 

835 

875 

Total 

13,698 

14,202 

14,501 

15,062 

Analysis  reveals  that  the  type  of  call  driving  the  overall 
demand  rate  is  false  alarm,  which  has  increased  by  about 
36  percent  between  FY  1 999-2000  and  FY  2002-03.  The 
number  of  calls  regarding  actual  fires  has  remained  relatively 
stable  over  the  same  period.  Calls  involving  medical  response 
have  increased  by  9.5  percent,  prompting  the  analyst  to 
disaggregate  those  data  by  service  zone.  That  analysis  reveals 
that  a  particular  service  zone  of  the  city  has  been  driving  the 
demand  for  emergency  medical  calls. 

On  the  basis  of  her  analysis,  the  analyst,  in  consultation 
with  the  fire  chief,  constructs  three  strategies.  First,  in  the 
zone  experiencing  a  high  demand  for  emergency  medical 
calls,  she  increases  the  shift  coverage  by  two  firefighters  per 
shift.  Second,  she  makes  a  budget  request  to  purchase  a 
quick-response  vehicle  for  the  same  zone.  Third,  she  forwards 
a  request  to  the  budget  director  and  the  city  manager  to 
increase  the  false  alarm  fee.  This  strategy  has  the  potential 
of  slowing  the  demand  rate  for  calls  involving  false  alarms. 

Each  of  these  strategies  has  significant  implications  for 
performance  budgeting.  All  are  based  on  performance  data. 
The  change  in  shift  coverage  has  the  potential  of  increasing 
the  effectiveness  of  fire  suppression  with  the  same  level 
of  resources.  Greater  efficiency  may  occur  with  this  change, 
as  well.  A  new  quick-response  vehicle  will  be  a  one-time 
investment,  as  opposed  to  a  recurring  cost.  An  increase 
in  the  false  alarm  fee  has  the  potential  of  increasing  the 
city's  revenue. 


1.  David  N.  Ammons,  Tools  for  Decision  Making:  A  Practical  Guide  for  Local  Government  (Washington,  D.C:  CQ  Press,  2002). 

2.  Harry  P  Hatry,  Performance  Measurement  (Washington,  D.C:  Urban  Inst.  Press,  1999). 


governments  have  not  used  performance 
measures  as  successfully  as  they  have 
collected  and  reported  performance 
data.  (For  more  information  on  data 
analysis  and  on  disaggregation  of 
performance  data  at  the  program  level, 
see  the  sidebar  on  this  page.) 

Use  of  Data 

The  success  of  performance  budgeting 
hinges  on  a  change  in  managerial 


philosophy.  Managers  must  become 
accustomed  to  using  both  performance 
and  financial  data  to  support  their 
budget  requests  and  daily  management 
decisions.  Most  jurisdictions  report  that 
the  only  time  they  use  performance  data 
IS  when  they  are  making  budget  deci- 
sions.'* Localities  should  be  commended 
for  using  performance  measures  when- 
ever they  do  so.  However,  the  reason  for 
adopting  performance  measurement  is 
to  support  performance  management 


throughout  the  year.  Managers  who 
routinely  use  performance  data  will  cre- 
ate the  information  they  need  to  support 
their  annual  budget  requests. 

This  discussion  is  not  intended  to  be 
a  comprehensive  explanation  of  how  to 
use  performance  and  financial  data  to 
support  decision  making  by  manage- 
ment or  to  identif)-  ongoing  strategic 
goals  for  performance  improvement.  It 
merely  provides  a  few  examples  of  how 
localities  can  use  data  to  support  man- 
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agerial  decisions,  including  how  they 
can  linlc  the  data  to  their  annual  budget 
preparation. '■' 

Strategic  pLvmmg  at  the  organization- 
wide  level  is  becoming  more  common  in 
local  government.-"  It  t}'pically  involves 
creation  of  an  overall  mission  statement, 
identification  of  core  values,  and 
specification  of  organizational  goals  by 
the  organization's  stakeholders.  Specific 
objectives,  performance  measures,  and 
performance  targets  often  are  missing  at 
this  level.  Administrators  and  managers 
must  develop  annual  work  plans  con- 
taining this  information  as  they  identif>' 
specific  strategies  for  goal  achievement. 
They  use  performance  data  to  construct, 
justify',  and  track  the  success  of  their 


work  plans  over  time,  allowing  perfor- 
mance budgeting  to  occur  when  their 
plans  contain  budget  implications. 
The  "balance  scorecard"  offers  another 
approach  to  building  annual  work  plans 
and  to  linking  specific  strategies  to 
organization-wide  goals.-' 

Usmg  data  should  be  an  ongoing 
management  approach  to  service 
delivery.  One  of  the  best  approaches  to 
using  data  is  coiitimtoiis  process  im- 
provement. It  requires  managers  first  to 
analyze  processes  in  order  to  determine 
the  current  levels  of  performance.  Next, 
they  establish  performance  targets  and 
identify'  strategies  to  close  the  gap  be- 
tAveen  the  current  levels  of  performance 
and  the  targets.  This  requires  perfor- 


I  mance  management  outside  the  budget 
process  and  sets  the  stage  for  perfor- 
mance budgeting.  (An  example  of  these 
strategic  goals  for  building  inspections 
can  be  found  in  the  sidebar  on  page  31.) 
Some  will  have  du'ect  budget  implica- 
tions; others  will  not.  The  long-term 
goal  is  to  change  the  organizational 
culture  so  that  program  managers  are 
constantly  searching  for  ways  to  improve 
service  delivery. 

Benchmarking  offers  localities  an  ex- 
cellent way  to  place  their  performance 
measures  in  the  context  of  other  juris- 
dictions. An  example  of  a  formal  bench- 
marking process  is  the  North  Carolina 
Benchmarking  Project,  managed  by  the 
Institute  of  Government.--  In  local 
government,  program  managers  com- 
monly contact  neighboring  jurisdictions 
on  an  informal  basis  to  obtain  com- 
parable performance  data.  Either  way, 
the  program  managers'  goal  is  to  iden- 
tify gaps  in  the  performance  results  of 
their  programs  as  compared  with  those 
of  other  jurisdictions.  Once  program 
managers  have  identified  the  causes 
through  process  analysis,  they  construct 
strategies  to  close  the  performance  gap 
on  the  basis  of  the  policies  and  pro- 
cesses of  other  jurisdictions.  Perfor- 
mance management  occurs  as  managers 
use  internal  and  external  data.  Perfor- 
mance budgeting  occurs  when  identified 
strategies  have  budget  implications. 

Tracking  performance  data  over  time 
(trend  analysis)  is  an  excellent  way  for  a 
program  manager  to  identify  programs, 
functions,  and  processes  that  are  prime 
candidates  for  program  evaluation  or 
performance  auditing.-'  The  purpose  is 
to  collect  and  analyze  performance  data 
to  support  recommendations  for  change, 
including  specific  implementation  guide- 
lines for  process  realignment.  This  al- 
lows allocation  decisions  to  be  informed 
by  performance  because  the  recommen- 
dations derived  from  program  evalua- 
tions or  performance  audits  that  have 
budget  implications  are  constructed  on 
the  performance  of  service  delivery. 

A  final  approach  to  using  perform- 
ance data  is  only  recently  gaining  atten- 
tion in  local  government.  Performance 
data  auditing  requires  local  officials 
periodically  to  verify  the  accuracy  and 
reliability  of  performance  data.-"*  They 
identify  strategies  for  improving  the  data's 
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integrity  and  the  processes  that  produce 
the  data  by  examining  data  collection 
and  reporting  methodologies  and  by 
tracking  the  details  of  service  deliver}'. 

Returning  to  a  misconception  of 
performance  budgeting,  simply  placing 
performance  measures  in  a  budget  doc- 
ument does  not  constitute  performance 
budgeting.  However,  performance  re- 
sults placed  in  budget  documents  should 
be  accurate  and  reliable  for  the  users  of 
this  information,  providing  another 
need  for  performance  data  auditing. 

Conclusion 

Performance  budgeting  occurs  when 
the  results  of  sen'ice  delivety  inform  de- 
cisions about  allocation  of  resources. 
Using  performance  data  to  inform  de- 
cision making  within  the  core  functions 
of  management  requires  leadership, 
management,  analytical  skills,  and 
communication  skills  and  a  continuous 
commitment  to  pro\iding  efficient  and 
effective  service  delivery. 

One  of  the  major  misconceptions  of 
performance  budgeting  is  that  it  is  a 
stand-alone  budgeting  technique.  The 
performance  budgeting  framework  pre- 
sented in  this  article  requires  line-item 
budgeting,  program  budgeting,  perfor- 
mance measurement,  and  performance 
management  to  link  inputs  to  outputs 
successfully.  Line-item  budgeting  pro\'ides 
the  necessary  infrastructure  for  budget- 
ing and  accounting  for  financial  re- 
sources at  the  level  of  detail  required  for 
accurate  and  reliable  information.  Pro- 
gram budgeting  requires  the  alignment 
of  inputs  with  programs  of  service 
deliver}' — where  the  funcT:ions,  acti\'iries, 
and  processes  are  located  for  service 
provision.  Performance  measurement 
provides  the  necessary  infrastructure  for 
tracking  outputs,  outcomes,  and  efficien- 
cies at  the  program  level.  Performance 
management  is  used  to  support  an 
e.xtremely  important  core  function  of 
management  in  local  government — 
the  annual  budget  preparation  and 
adoption  process. 

A  final  aspect  of  performance  bud- 
geting is  that  It  requires  ongoing  leader- 
ship from  all  levels  of  the  organization 
for  successful  adoption  and  implemen- 
tation. This  is  especially  critical  for  senior 
managers  and  elected  officials,  who 


play  an  important  role  in  changing  the 
organizational  culture  to  accommodate 
performance  budgeting.  Numerous  juris- 
dictions in  North  Carolina  are  com- 
mitted to  performance  budgeting.  Hick- 
ory is  one  city  where  an  organizational 
culture  change  has  occurred.  During 
meetings  and  workshops,  Hickoty's 
program  managers,  department  heads, 
and  elected  officials  commonly  use  fi- 
nancial and  performance  data  to  analyze 
service  delivety,  identif}'  strategies,  and 
support  decisions. 
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Knapp-Sanders  Building 
Reopens  for  Business 

After  four  years  of  demolition, 
expansion,  renovation,  and 
renewal,  the  School  of  Govern- 
ment's Knapp-Sanders  Building  opened 
for  classes  on  January  8,  2004. 

The  new  building  features  21  new  class 
and  seminar  rooms,  updated  technology, 
improved  parking,  and  plenty  of  network- 
ing and  meeting  space.  In  its  first  week 
of  business  for  the  new  year,  it  hosted 
participants  in  A.  John  (Jack)  Vogt's 
Budget  and  Financial  Planning  course 
and  Section  I  of  the  Municipal  and 
County  Administration  courses. 

The  faculty  and  staff  of  the  school 
extend  their  deepest  thanks  and  gratitude 
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to  the  many  supporters  and  friends  who 
helped  with  financial  and  other  contribu- 
tions to  the  building  during  its  construc- 
tion. The  school's  $4  million  capital 
fund-raising  goal  has  nearly  been  met. 
Financial  contributions  are  being  sought 
in  2004  to  complete  the  final  $500,000, 
which  will  purchase  the  remaining  furni- 
ture, landscaping,  and  information  tech- 
nolog)'  equipment  needed  for  the  building. 


Save  the  Date 

Dedication  Scheduled  for 

September  10,2004 

Mark  your  calendar  now  for  Friday, 
September  10,  2004,  and  plan  to  cele- 
brate in  Chapel  Hill  with  your  friends 
and  colleagues  as  the  School  of  Gov- 
ernment formally  dedicates  the  new 
Knapp-Sanders  building.  Festivities  will 
begin  at  9:00  a.m.,  and  culminate  in  an 
afternoon  open  house.  Watch  for 
more  information  later  in  the  year. 


Vogt  Receives  National  Award 

School  of  Government  professor 
A.  John  (Jack)  Vogt  has  received 
national  recognition  for  his  thirty- 
year  contribution  to  public  finance. 

The  American  Socier\-  for  Public  Ad- 
ministration's Association  for  Budgeting 
and  Financial  Management  presented  the 
Kenneth  Howard  Career  Achievement 
Award  to  Vogt  at  its  national  conference 
in  Washington,  D.C.,  on  September  19. 
Vogt  was  recognized  for  his  research,  pub- 


lications, teaching,  and  service  to  North 
Carolina  local  government  officials. 

Vogt  joined  the  School  of  Government 
in  1973  and  through  its  Institute  of  Gov- 
ernment has  taught  budgeting  and  finance 
in  the  Municipal  and  County  Adminis- 
tration courses,  which  he  directed  from 
1990  to  1995;  in  programs  for  newly 
elected  mayors,  city  council  members, 
and  county  commissioners;  and  in  special 
programs  for  local  budget  and  financial 
officials.  Vogt  also  has  advised  state 
legislative  committees  on  capital  bud- 
geting. He  recently  finished  a  new  book. 
Capital  Budgeting  and  Finance:  A  Guide 
for  Local  Goveriiments,  which  will  be 
published  in  2004.  Vogt  holds  a  Ph.D. 
in  public  administration  from  Cornell 
University. 

S.  Kenneth  Howard,  for  whom  the 
career  achievement  award  is  named,  was 
a  faculty  member  at  UNC  Chapel  Hill 
in  the  1960s,  holding  a  joint  appoint- 
ment in  the  Political  Science  Department 
and  the  Institute  of  Government.  He 
played  a  key  role  in  establishing  the  Uni- 
versity's Master  of  Public  Administration 
Program  before  holding  positions  as 
North  Carolina  state  budget  director, 

Wisconsin  state  bud- 
get director,  and  then 
^^^    _^  executive  director  of 

■^t^  the  U.S.  Advisory 

1^  -^  Commission  on  In- 

■T^     »  tergovernmental 

Relations,  in  Wash- 
ington, D.C. 


Hunt  Receives 
Lewis  Award, 
Is  Appointed 
International 
Committee 
Chair 


School  of  Government  faculty  mem- 
ber Joseph  E.  Hunt  was  honored 
with  the  Henry  W.  Lewis  Award 
at  the  fall  conference  of  the  North  Caro- 
lina Association  of  Assessing  Officers 
(NCAAO)  in  Charlotte  in  November. 
NCAAO  President  John  C.  Petoskey 
presented  the  award,  which  the  NCAAO 
gives  periodically  to  recognize  people  for 
"their  service  to  the  citizens  of  North 
Carolina  by  providing  dedicated  leader- 
ship and  knowledge  to  the  North  Caro- 
ina  Tax  Assessors  and  the  Institute  of 
Government."  The  award  was  last  pre- 
sented in  2001  to  Wilham  A.  Campbell, 
also  a  faculty  member  at  the  School. 

Earlier,  Hunt  was  appointed  by  Presi- 
dent Fred  Chmura  of  the  International 
Association  of  Assessing  Officers  (lAAO) 
to  chair  the  organization's  Ethics  Commit- 
tee. This  committee  develops,  maintains, 
and  publishes  an  ethical  code  and  standards 
of  professional  practice,  and  addresses 
ethical  complaints.  The  ethical  code  and 
standards  conform  with  the  Appraisal 
Foundation's  Uniform  Standards  of  Pro- 
fessional Appraisal  Practice.  Together, 
these  ethics  and  standards  describe  a  pre- 
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ferred  model  of  ethical  and  professional 
behavior  for  the  property  tax  professional. 

The  NCAAO  is  an  organization  of 
North  Carolina  state  and  county  assessing 
officials  that  works  to  achieve  and  main- 
tain a  high  level  of  performance  in  property 
tax  assessment  administration  through 
professionalism,  education,  and  commu- 
nication. Its  members  number  about  350. 

The  lAAO  is  an  educational  and  re- 
search association  of  people  in  the  assess- 
ment profession  and  others  with  an  interest 
in  property  taxation.  Its  mission  is  to  pro- 
mote innovation  and  excellence  in  property 
appraisal  and  property  tax  policy  and 
administration  through  professional 
development,  education,  research,  and 
technical  assistance.  Membership,  which 
currently  totals  about  8,500,  is  open  to 
anyone  and  includes  people  working  in 
government,  private  industr>',  and  academe 
and  members  of  the  general  public. 

Center  and  Project 
Honored  with  Friends  of 
Northeast  Award 

The  Institute  of 
Government's 
Center  for  Pub- 
lic Technology  and  an 
eight-county  demon- 
stration project  of  the 
Institute  entitled  De- 
veloping Economically 
Competitive  Rural 


Communities  in  North  Carolina  recently 
received  Friends  of  the  Northeast  awards 
from  the  Roanoke  Chowan  Partners  for 
Progress  (RCPP)  in  recognition  of  out- 
standing and  professional  support  in  the 
state's  northeastern  region. 

The  RCPP  presented  the  awards  at 
its  second  annual  Community  and  Eco- 
nomic Development  Awards  Gala,  held 
in  December  2003  in  Ahoskie,  Hertford 
County.  Kevin  FitzGerald,  plannmg 
director  of  the  center,  accepted  them  on 
behalf  of  the  Institute. 

FitzGerald  and  the  center  were  recog- 
nized for  their  assistance  with  RCPP's 
strategic  planning  process  and  successful 
organizational  development.  The  strategic 
planning  process  evaluated  regional  needs 
and  developed  a  long-term  vision  state- 
ment. The  organization's  goals  focus  on 
information  technology,  housing,  business 
and  organization  development,  and  re- 
tention of  the  region's  youth. 

The  Center  for  Public  Technology, 
established  in  2000,  is  dedicated  to  im- 
proving local  and  state  government  infor- 
mation technology  management. 

The  demonstration  project  was  under- 
taken by  Anita  Brown-Graham,  associate 
professor  at  the  School  of  Government, 
and  James  Johnson,  professor  at  the  UNC 
Kenan-Flager  Business  School.  Funded  by 
a  grant  from  the  Golden  LEAF,  it  covered 
four  western  counties  in  addition  to  the 
four  eastern  counties  in  the  RCPP  region. 

The  RCPP  is  a  five-year-old  consor- 
tium of  organizations  from  Bertie,  Gates, 


Hertford,  and  Northampton  counties 
formed  to  coordinate  economic  develop- 
ment efforts  of  nonprofits,  grassroots 
organizations,  community-based 
organizations  and  local  governments  in 
the  region.  It  includes  more  than  200 
organization  and  individual  members. 
For  additional  information,  contact 
FitzGerald,  (919)  962-4301  or  kfitz@ 
iogmail.  iog.unc.edu,  or  Brown-Graham, 
(919)  962-0595  or  brgraham@iogmail. 
iog.unc.edu,  as  appropriate. 

Publications  Staff  Receives 
Editing  and  Design  Awards 

The  Society'  for  Technical  Communi- 
cations has  presented  three  pub- 
lishing awards  to  the  School  of 
Government  in  recognition  of  its  excellent 
design  treatment  of  technical  material. 
Motor  Vehicle  Law  and  the  Law  of 
Impaired  Driving  in  North  Carolina,  by 
School  faculty  members  Ben  F.  Loeb  Jr.  and 
James  C.  Drennan,  was  recognized  with 
a  Distinguished  Award  in  Technical  Pub- 
lishing at  the 
national  com- 
petition. The 
judges  were 
especially  im- 
pressed that 
the  School 
offers  the 
publication 
in  both  paper- 
hack  and 
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searchable 
CD-ROM 
format. 

This  pub- 
lication later 
recei\'ed  a 
Best  in  Show 
award  in  the 
societ\-'s  in- 
ternational 
competition. 

Popular 
Government 
also  received  a  Distinguished  Award  in 
Technical  Pubhshing.  The  judges  evalu- 
ated an  entire  volimie  of  the  magazine 
and  praised  the  overall  effectiveness  of  its 
layout  and  design.  They  commented  on 
how  well  the  design  accommodates  a 
wide  varieD,"  of  technical  material  with- 
out sacrificing  its  appealing  format. 

Congratulations  to  the  entire  Publica- 
tions staff  for  their  au'ard-winnmg  work 
on  these  publications.  Congratulations 
also  to  Teresa  Perrien  and  John  Rubin,  at 
the  time  the  designer  and  the  editor, 
respectively,  oi  Popular  Government. 

School  of  Government  Annual 
Report  Wins  PICA  Award 

The  judges  bestowing  PICA  awards 
deemed  the  School  of  Government's 
fiscal  year  2002  annual  report  to 
be  the  best  "combination  armual  report" 
(four-color  cover  and  one-  or  two-color 
interior)  produced  and  printed  in  the 
Carolinas  this  year,  based  on  qualit\-  of 
design  and  production. 

PICA  awards  have  been  the  premier 
symbol  of  excellence  for  the  graphics  in- 
dustrV'  in  the  Carolinas  since  1966.  Printers 
submit  their  best-realized  projects  for 
consideration,  and  each  submission  is 
judged  by  a  number  of  criteria,  including 
o\-erall  effectiveness,  success  in  achieving 
the  stated  objectives,  clarit\-  of  the  message, 
visual  impact,  and  production  values.  The 
judges  represent  a  mix  of  business-to- 
business  marketing  professionals,  includ- 
ing manufacturers  and  agency  personnel 
as  well  as  PICA  bureau  members. 

Congratulations  to  all  those  who  con- 
tributed to  this  success:  Angela  \X'illiams 
and  Ann  Simpson  (managing  editors), 
Robby  Poore  (designer),  Katherine  Kopp 


Robby  Poore, 
annual  report 
designer 


Lisa  Wright  (desktop  publisher), 
Roberta  Clark  (editor),  Katrina  Hunt 
(assistatit  marketing  and  sales  mana- 
ger), Lucille  Fidler  (editor),  Jennifer 
Henderson  (editor),  Ajigela  Williams 
(director  of  publications),  Robby  Poore 
(designer),  and  Dan  Soileaii  (designer). 
Not  pictured:  Nancy  Dooly  (editor), 
Christopher  Toenes  (bookstore 
manager/marketing  and  sales  assistant), 
and  Elaine  Welch  (desktop  publisher). 


(writer),  Nancy  Dooly  and  Lucille  Fidler 
(editors),  Chamblee  Graphics  (printer), 
members  of  the  annual  report  editorial 
board,  and  the  faculn.'  and  staff  of  the 
School  of  Government. 

Denning  Joins  Faculty 

Shea  R.  Denning  joined  the  School 
of  Government  in  October  2003 
as  assistant  professor  of  public  law 
and  government,  specializing  in  propert)' 
tax  law.  Before  joining  the  School  faculty, 
she  served  as  assistant  federal  public  de- 


fender in  the  Office  of 
the  Federal  Public 
Defender,  Raleigh. 
Earlier,  Denning 
worked  for  the  King 
and  Spalding  law  firm 
in  Atlanta  and  was  ju- 
dicial clerk  for  U.S. 
District  Judge  Mal- 
colm J.  Howard  in  Greenville,  N.C.  She 
holds  both  a  B.A.  and  a  J.D.  from  The 
Universit)"  of  North  Carolina  at  Chapel 
Hill.  Denning  can  be  contacted  at 
denning@iogmail.iog.unc.edu  or  (919) 
843-5120. 

Environmental  Finance 
Center  Taps  New  Director 

Jeff  Hughes  has  succeeded  Richard 
Whisnant  as  director  of  the  UNC 
Environmental  Finance  Center 
(EEC),  a  joint  project  of  the  School  of 
Government  and  the  Kenan-Flagler 
School  of  Business,  Office  of  Economic 
Development.  Before  this  appointment, 
Hughes  served  as  associate  director  of 
the  center. 

In  announcing  the  transition,  Whis- 
nant said,  "Jeff  has  shown  that  he  has 
the  knowledge,  skills,  and  drive  to  build 
the  EEC  in  a  way  that  will  fit  quite  well 
with  the  mission  of  the  school  and  the 
Institute  of  Government."  Whisnant 
will  continue  to  work  with  the  EEC  as 
a  senior  adviser  and  on  a  project-by- 
project  basis. 

The  EEC  is  part  of  a  national  net- 
work of  university-based  centers  that 
work  in  a  variety  of  environmental 
areas,  including  water  resources,  solid 
waste  management,  air  quality,  and 
land  conservation.  The  EEC  assists 
local  communities;  provides  training 
and  policy  analysis;  and  disseminates 
tools  and  resources  on  topics  such  as 
environmental  cost  accounting,  rate 
setting,  and  development  of  sustain- 
able cost  recovery  and  institutional 
management  systems. 

Information  about  the  EEC  is  avail- 
able at  www.efc.unc.edu. 


More  news  and  infoTmatioii  about  School  of  Government  faculty,  staff,  and  recent  activities, 
and  copies  of  the  School's  annual  report  and  Friends  of  the  Institute  newsletter,  are  available 
online  at  uivu-.so^iinc.edn.  Click  on  "About  the  School." 
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Off  the  Press 


Annexation  Law  in 

North  Carolina,  Volume  2, 

Voluntary  Annexation 

David  M.  Laivrence 
2004  •  $30.00* 


Cleanup  Law  of  North  Carolina: 

A  Guide  to  a  State's 

Environmental  Cleanup  Laws 

Richard  B.  Whisnant 
2003  •  $35.00* 


Local  Government  for 
Environmental  Policymakers 


Richard  B.  Whisiiant 
2003  •  $55.00* 
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The  second  of  three  volumes  on  North  Carolina 
annexation  law.  Volume  1  addresses  topics 
that  are  relevant  regardless  of  the  statutory 
annexation  procedure  used  by  a  city.  Volume  2 
addresses  voluntary  annexation,  and  Volume  3 
will  address  involuntarv  annexation. 


Analyzes  and  discusses  the  laws  that  govern  the 
cleanup  of  property  contammated  by  some  form 
of  pollution.  Looks  beyond  statutes  and  appellate 
decisions  to  the  actual  administrative  programs 
that  put  these  laws  in  place.  For  people  who 
want  to  know  how  cleanup  laws  really  work, 
including  owners,  buyers,  sellers,  neighbors, 
and  attorneys  involved  with  property  that  may 
be  contaminated. 


Provides  environmental  pohcymakers  with  a 
fundamental  understanding  of  how  local 
governments  work:  how  they  are  structured, 
how  they  are  funded,  what  their  powers  are,  and 
what  drives  their  decision  making.  Although 
there  is  a  focus  on  North  Carolina,  the 
structures  and  methods  discussed  can  largely  be 
applied  to  other  states. 


Recent  Publications 


Accountability  in  Local  Government- 
Nonprofit  Relationships 

Gordon  P.  Whitaker, 

Margaret  R  Henderson, 

and  Lydian  Altman-Saiier 

2003  •  $16.95* 

Published  by  International  City/County 

Management  Association 

North  Carolina  Child  Support  Statutes, 
November  2003 

Compiled  by  John  Saxon 
2003  •  $35.00* 

Arrest,  Search,  and  Investigation 
in  North  Carolina 

Robert  L.  Farb 

Third  edition,  2003  •  $35.00* 


ORDERING      INFORMATION 

Subscribe  to  Popular  Government  and  receive  the  next 
three  issues  for  $20.00^ 

Write  to  the  Publications  Sales  Office,  School  of  Government,  CB#  3330,  UNC 
Chapel  Hill,  Chapel  Hill,NC  27599-3330 

Telephone  (919)966-4119 

Fax  (919)962-2707 

E-mail  sales@iogmail.iog.unc.edu 

Website  shopping  cart  https://iogpubs.iog.unc.edu 

Free  catalogs  are  available  on  request.  Selected  articles  are  available  online  at 
the  School's  w/ebsite. 

To  receive  an  automatic  e-mail  announcement  w/hen  new  titles  are  published, 
join  the  New  Publications  Bulletin  Board  Listserv  by  visiting  www.sog.unc.edu/ 
listservs.htm. 

*  N.C.  residents  add  7%  sales  tax. 
Prices  include  shipping  and  handling. 
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The  Institute  of  Government  Foundation,  Inc. 

Working  for  the  People  of  North  Carolina  by 
Supporting  Quality  Government 

Your 

SUPPORT 

counts! 


Gifts  to  the  Foundation  strengthen  the  School  of  Government's  educational  programs,  provide  needed  funds 
for  new  initiatives,  and  can  help  complete  the  final  renovation,  furnishing,  and  landscaping  of  the 
Knapp-Sanders  Building.  Please  make  your  gift  today! 

Send  your  contribution  or  pledge  to  the  lOG  Foundation,  CB#  3330  Knapp-Sanders  Building,  Chapel  Hill, 
NC  27599-3330,  or  contribute  online  at  www.sog. unc.edu.  Please  specify  how  you  would  like  your  gift  to  be 
used  (building  fund,  general  support,  etc.). 

For  information  on  contributing  to  specific  programs  and  endowments,  naming  rooms,  buying  an  engraved 
brick,  or  making  an  in-kind  contribution,  call  (919)  966-9780  or  962-8477,  or  e-mail  simpson@iogmail. 
iog.unc.edu. 


